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BUSINESS ACTIVITY TAX SIMPLIFICATION 
ACT OF 2013 


WEDNESDAY, FEBRUARY 26, 2014 

House of Representatives, 

Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law 

Committee on the Judiciary, 
Washington, DC. 


The Subcommittee met, pursuant to call, at 3:01 p.m., in room 
2141, Rayburn Office Building, the Honorable Spencer Bachus 
(Chairman of the Subcommittee) presiding. 

Present: Representatives Bachus, Goodlatte, Farenthold, Marino, 
Johnson, and DelBene. 

Staff present: (Majority) Anthony Grossi, Counsel; Rachel 
Wolbers, Legislative Assistant for Rep. Farenthold; Philip 
Schwartzfager, Legislative Director for Rep. Bachus; Ashley Lewis, 
Clerk; (Minority) Perry Apelbaum, Minority Staff Director & Chief 
Counsel; Norberto Salinas, Counsel; Slade Bond, Legislative Coun- 
sel for Rep. Johnson; and Rosalind Jackson, Professional Staff 
Member. 

Mr. Bachus. The Subcommittee on Regulatory Reform, Commer- 
cial and Antitrust Law hearing will come to order. Without objec- 
tion, the Chair is authorized to declare recesses of the Committee 
at any time. 

I do want to tell the panel that events on the House floor have 
been changing this week. We were going to consider this bill or 
that bill out of this Committee on the floor, and they keep moving 
that around, and so, we usually do not initially set a hearing for 
4 p.m. We usually have them earlier, but we try to do that. And 
now we find we are going to be on the floor a little later on, so this 
hearing may be fairly compact. But let me give an opening state- 
ment. 

Today we will hear testimony regarding the Business Activity 
Tax Simplification Act of 2013, or BATSA. The purpose of this bill, 
which I have co-sponsored, is to establish a clear, uniform, and pre- 
dictable framework for states and businesses with regard to the ap- 
plication of business activity taxes. States have broad authority to 
assess taxes on individuals, property, and businesses that originate 
from the basic principles of federalism. 

The Constitution has always conferred upon Congress the re- 
sponsibility to protect against undue burdens to interstate com- 

( 1 ) 
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merce to allow our free market economy to function across state 
borders. There is a thoughtful balance that must be struck between 
these two competing interests. And when acting in interstate com- 
merce matters, Congress must be sure to exercise its power with 
great care and precision. 

The issue before us deals with state taxation policies that affect 
out-of-state businesses. The Judiciary Committee has collected 
much testimony and will receive more testimony today that docu- 
ments the frustrations of small businesses with state taxing re- 
gimes that have been increasingly aggressive in their efforts to col- 
lect revenue from out-of-state businesses. 

Small businesses can be easy targets because they have little or 
no direct representation in the state and do not have the resources 
to fight. And I think two of our witnesses are going to be fantastic 
examples of this. In addition, court decisions have created con- 
fusing and ambiguous guidelines for what actions taken by an out- 
of-state business will be sufficient for a state to gain authority to 
impose business taxes. 

As a result of unclear judicial precedent, businesses are often 
forced to spend scarce resources on lawyers and accountants to ei- 
ther calculate their tax liability or defend against improper tax 
bills, and often the only option is just simply to write a check. It 
is not the right thing to do, but it is certainly the economically 
right thing to do, and that should not be the case. 

BATSA will bring needed consistency and predictability to what 
we know as nexus standard issues where an out-of-state business 
is subject to business activity taxes. It will enable small businesses 
in particular to more accurately determine their tax liability with- 
out impeding the traditional ability of states to assess taxes on en- 
terprises that truly have an active presence within their borders. 
This legislation is a balanced approach that respects states’ prerog- 
atives and preserves the seamless interconnected national economy 
that we all benefit from. 

I now recognize the Ranking Member, Mr. Hank Johnson of 
Georgia, for his opening statement. 

[The bill, H.R. 2992, follows:] 
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113th congress 
IST Session 


H. R. 2992 


To rogiilate certain State taxation of interstate <',onimer(;e. and for other 
purposes. 


IX THE HOUSE OE KEPKESENTATIVES 

August 2, 2013 

Mr. SensENBKENNEK (for himself, Mr. Goodeatte, Mr. ScOTT of Virginia. 
Mr. iiACHITS, Mr. ChabOT, Mr. DUNOAN of South Carolina, Mr. JOR- 
DAN, and Mr. HASTINGS of Florida.) inl.i’oduoed the following bill; wliidi 
was referred to the Committee on the Judiciary 


A BILL 

To regulate eert.aiii State taxation of interstate commerce, 
and for other pur[)()ses. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the ‘‘Uusiness ActiOty Tax 

5 Simplification Act of 2 0 1 3 ” . 

6 SEC. 2. MODERNIZATION OF PUBLIC LAW 86-272. 

7 (a) Solicitations With Elspect to Sales .lnd 

8 Transactions of Other Than Tangible Personal 

9 Property, — Section 101 of the Act entitled “An Act re- 
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1 latiiig to the power of the States to impose net hicoine 

2 taxes on income derived from interstate commerce, and 

3 authorizing studies by coiigi’essioiial committees of mat- 

4 ters pertaining thereto”, approved September 14, 1959 

5 (15 IJ.S.C. 381 et seq.), is amended — 

6 (1) in section (a), by striking “either, or both,” 

7 and inserting “any one or more”; 

8 (2) in subsection (a)(1), by striking “by such 

9 person” and all that follows and inserting’ “(which 

10 are sent outside the State for approval or rejection) 

1 1 or customers by siidi joerson, or ids rej)resentative, 

12 in such State for sales or transactions, which are — 

13 “(A) in the case of tangible personal prop- 

id erty, filled by shipment or dclivciy from a point 

15 outside the State; and 

16 “(13) in the case of all other forms of prop- 

17 erty, sei-iices, and other transactions, fulfilled 

18 or distributed from a [loiiit outside the State;”; 

19 (3) in subsection (a)(2), by striking the period 

20 at the end and inserting a semicolon; 

21 (4) in subsection (a), by addiiig at the end the 

22 following new paragi'aphs: 

23 “(3) the furnishing of information to eustomers 

24 or' affiliates in such State, or the coverage of events 

25 or other gathering of information in siieh State by 
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1 such person, or his represeritative, wlhch irifoimatioj:! 

2 is used or disseminated from a point outside the 

3 State; and 

4 “(4) those business aetmties directly related to 

5 such person’s potential or actual purchase of goods 

6 or sendees within the State if the final detdsion to 

7 purchase is made outside the State.”; 

8 (5) by striking subsection (c) and insei’ting the 

9 foil owing now subsection: 

JO “(c) For purposes of subsection (a) of this section, 
1 1 a person shall not be considered to have engaged in busi- 
J2 ness acthdties within a State during any taxable 3 :-ear 
1 3 nierelj’ — 

!4 “(1) bj^ reason of sales or transactions in such 

15 State, the solicitation of ordei'S for sales oi' trans- 

16 actions in such State, the funiishing of information 

17 to customers or affiliates in such State, or the cov- 

18 erage of events or other gathering of information in 

19 such State, on behalf of such person Iw' one or more 

20 independent contraetors; 

21 “(2) bj^ reason of the maintenance of an office 

22 in such State b\" one oi' moi'e independent contrac- 

23 tors wiiose acthitics on behalf of such person in 

24 such State are liimted to making sales or fulfilling 

25 transactions, soliciting order for sales or trans- 
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1 actious, tlie fuiiiisliiiig of irifoimatioii to customers 

2 or affiliates, ancl/or the coverage of events or other 

3 gathering of infomiation; or 

4 “(3) by reason of the furnishing of information 

5 to an independent contractor by such person aneil- 

6 lar\r to the solicitation of orders or transactions by 

7 the independent contractor on behalf of such per- 

8 son.”; and 

9 (6) in subsection (d)(1) — 

!0 (A) by inserting “or fulfilling transactions” 

1 1 after “selling”; and 

!2 (T>) by striking “the sale of, tangible per- 

13 sonal joroperty” and inserting “a sale or trans- 

14 action, furnishing information, or covering 

15 events, or otherwise gathering infoiinatioii” . 

1 6 (h) ApptjICation op Prohtbtttons to Otttpr Busi- 

17 NESS Activity Taxes. — Title I of the Act entitled “An 

18 Act relating to the power of the States to impose net in- 

19 come taxes on income derived from interstate commerce, 

20 and authorizing studies by congressional committees of 

21 matters pertaining thereto”, approved September 14, 

22 1959 (15 U.S.C. 381 et seq.), is amended by adding at 

23 the end the following; 

24 “Sec. 105. Foi' taxable periods beginning on or after 

25 Jannaiy 1, 2014, the prohibitions of section 101 that 


•HR 2992 IH 
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1 apply with I’espech to net iucome taxes shall also apply 

2 -ndth respect to e£i,oh other business activity tax, as defined 

3 in section 5(a)(2) of the Business Activdty Tax Simplifica- 

4 tion Act of 2013. A State or political subdivision thereof 

5 may not assess or collect any tax which by reason of this 

6 section the State or political subdivision may not impose.”. 

7 SEC. 3. MINIMUM JURISDICTIONAL STANDARD FOR STATE 

8 AND LOCAL NET INCOME TAXES AND OTHER 

9 BUSINESS ACTIVITY TAXES. 

10 (a) In Geneiial. — No taxing authority of a State 

1 1 shall have power to impose, assess, or collect a net irn'orne 

12 tax or other business activity tax on any person relating 

13 to such person's activities in interstate (‘ornmerce unless 

14 such person has a physical presence in the State during 

15 the taxable period with respect to which the tax is iin- 

16 posed. 

17 (b) Eequikements for Physical Presence. — 

18 (1) In Gbnbilyl. — For purposes of subsection 

19 (a), a person has a physical presence in a State only 

20 if sueh person’s business aetivities in the State in- 

21 elude aiw of the following during sueh person’s tax- 

22 able year: 

23 (A) Being an individual physically in the 

24 Stale, or assigning one or more employees to be 

25 in the State. 


•HR 2992 IH 


8 


6 

1 (B) Using the sei-vices of an agent (exelud- 

2 ing- an employee) to establish or maintain the 

3 market in the State, if such agent dues not per- 

4 form business sei^vices in the State for any 

5 other person during such taxable year. 

6 (C) The leasing or owming of tangible per- 

7 sonal property or of real property in the State. 

8 (2) De minimis physical presence. — For 

9 purposes of this section, the term ’‘physical pres- 
10 ence” shall not include — 

! 1 (A) presence in a State for less than 1 5 

12 days in a taxable year (or a greater number of 

13 days if prorided by State laiv): or 

!4 (B) presence in a State to conduct limited 

15 or transient business activity. 

16 (c) TaxabijE Periods Xot Consisting op a 

17 Year. — If the taxable period for which the tax is imposed 

18 is not a year, then any requirements exiiressed in da,ys 

19 for establishing physical presence under this Act shall be 

20 adjusted pro rata aeeordingiy. 

21 (d) Minimum Jurisdictional Sta.ni)Aei). — Tins 

22 section provides for minimum Jui’isdictional standards and 

23 shall not be eonstniod to modify, affect, or supersede the 

24 aullioiity of a State oi’ any olhei’ provision of Federal law 


•HR 2992 IH 
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1 allowing persons to conduct gi-eater activities without the 

2 imposition of tax jurisdiction. 

3 (e) Exceptions. — 

4 (1) Domestic business entities and intdi- 

5 TOIUAUS DOMICILED IN, OR RESIDENTS OP, THE 

6 STATE. — Subsection (a) does not apiply wdth respect 

7 to— 

8 (A) a person (other than an individual) 

9 that is incoT'poratcd or formed under the laws 

10 of the State (or domiciled in the State) in which 

1 1 the tax is imposed; or 

12 (T>) an indmdual who is domiciled in, or a 

13 resident of, the State in ivhich the tax is iin- 

14 posed. 

15 (2) Taxation op piIrtners and similar per- 

16 sons. — This section shall not be construed to modify 

17 or affect any State business actmty tax liability of 

18 an owner or beneficiaiy of an entity that is a pait- 

19 nership, a S corporation (as defined in section 1361 

20 of the Internal Revenue Code of 1986), a limited li- 

21 abiht 5 ’ company (classified as a partnership fur Fed- 

22 era! income tax purposes), a tixist, an estate, or any 

23 other similar entity, if the entity has a phjisical pres- 

24 eriee in the State in which the tax is imposed. 


■HR 2992 IH 
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1 (3) Peeservation op authority. — This sec- 

2 tion shall not be eonstnied to modify, affect, nr su- 

3 persede the authority of a State to enact a law and 

4 bring an enforcement action under such law or exist- 

5 ing law' against a person or persons or an entity or 

6 entities, including but not limited to related persons 

7 or entities, that is or arc engaged in an illegal aotiv- 

8 ity, a sham transaction, or an actual abuse in its or 

9 their business a.ctirities in order to ensure a. proper 

10 reflection of its or their tax liabilities, nor shall it 

1 1 supersede the authority of a State to require com- 

12 billed reporting. 

1 3 SEC. 4. GROUP RETURNS. 

14 If, in computing the net income tax or other business 

15 activity tax liability of a pei'son for a taxable year, the 

16 net income or other economic results of affiliated persons 

17 is taken into account, the portion of such combined or con- 

18 soli dated net income or other economic results that may 

19 be subject to tax by the State shall be computed using 

20 the methodology that is generally applicable to businesses 

21 conducting similar business activities and, if that generally 

22 applicable methodology employs an appoitiomneiit for- 

23 mula, the denominator or denominators of that formula 

24 shall include the aggregate factors of all persons whose 

25 net income or other economic results are included in such 
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1 combined or' consolidated net income Of other economic re- 

2 suits and the numerator or nunier'ators shall include the 

3 factors attributable to the state of only those persons that 

4 are themselves subject to taxation by the State pursuant 

5 to the provisions of this Act and subject to all other legal 

6 constraints on State taxation of interstate or for’eign eorn- 

7 mcrcc. 

8 SEC. 5. DEFINITIONS AND EFFECTIVE DATE. 

9 (a) DrptnittonS. — For purposes of this Act: 

10 (1) Net income tax. — The term “net income 

11 tax” has the meaning given that term for the pur- 

12 poses of the Act entitled “An Act relating to the 

13 power of the States to impose net income taxes on 

14 income derived from interstate eommci’cc, and au- 

15 thoriziug studies by coirgressional committees of 

16 matters pertaining thereto”, appr’ovcd September 

17 14, 1959 (15 U.S.C. 381 et seq.). 

18 (2) Other bt:siness acthtty t ax . — 

19 (A) In general. — The term “other busi- 

20 ness activity tax” irreans anj' tax in the nature 

21 of a net income tax or tax measured by the 

22 amount of, or ecoiromic r-esults of, busiiress or 

23 related activity conducted in the State. 

24 (B) Exclusion. — T he ter-m “other busi- 

25 ness activity tax” does not iriehrde a sales ta.x, 
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1 a use tax, or a similar ti’aiisactioii tax, imposed 

2 on the sale or aeqiiisitinn of goods or seraoes, 

3 whether or not denominated a tax imposed on 

4 the prhdlege of doing business. 

5 (3) ihfiKSOK. — The term “person” has the 

6 meaning given such term by section 1 of title 1 of 

7 the United States Code. Each cotporation that is a 

8 member of a group of affiliated cotporations, whetli- 

9 cr unitary or not, is itself a separate “person’’. 

JO (4) State. — T he term “State” means any of 

1 1 the several States, the District of Columbia, or any 

12 territory or possession of the United States, or an}- 

13 political subdiUsion of any of the foregoing. 

14 (5) T.^ngtbTjE personal property. — F or pnr- 

15 poses of section 3(b)(1)(C), the leasing or owning of 

16 tangible personal property docs not inclndc the Icas- 

17 iiig or licensing of computer software. 

18 (h) Eppbctivb Date. — T his Act shall apply with re~ 

19 spect to taxable periods beginning on or after January 1, 

20 2014. 

O 
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Mr. Johnson. Thank you, Mr. Chairman, for holding this hear- 
ing today. I find it fortuitous that as I assume the Ranking Mem- 
ber position, the Subcommittee turns to addressing state taxation 
issues. I hope this is the beginning of a series of discussions focus- 
ing on state taxation. 

Over the past several Congresses, I have worked closely with my 
colleague. Representative Howard Coble, on a common sense solu- 
tion to simplify and reduce taxes for so many Americans. This Con- 
gress we introduced H.R. 1129, the “Mobile Work Force State In- 
come Tax Simplification Act of 2013.” H.R. 1129 is identical to leg- 
islation passed by the House last Congress. I hope that this bipar- 
tisan legislation will be considered at the appropriate time, and I 
look forward to working with the Chair on it. 

I also look forward to this Committee addressing the remote 
sales tax issue next week. I have long supported leveling the play- 
ing field when it comes to sales tax collections. That is why I sup- 
port H.R. 684, the “Marketplace Fairness Act.” Although I would 
prefer a legislative hearing on that bill, I welcome any movement 
toward addressing the remote sales tax issue. 

There are other issues and related legislative proposals this Sub- 
committee can discuss. As the former Chair of the Subcommittee 
on Courts and Competition Policy, I look forward to future hearings 
on some of those issues, especially on antitrust issues, another area 
right for this Subcommittee’s attention. 

But today, we focus on H.R. 2992, the “Business Activity Tax 
Simplification Act of 2013.” This legislation would establish a phys- 
ical presence standard, which must be met before states can impose 
a business activity tax. Proponents of the legislation contend that 
businesses need more certainty in determining what activities are 
taxable, and that a uniform standard would provide that. Oppo- 
nents of the bill argue that states should determine what activities 
are taxed within their borders, and that the physical presence 
standard created in this bill would invite tax evasion. 

Although I have supported similar legislation in the past, I am 
taking a step back this time to look more closely at the legislation 
and to hear today’s testimony. I hesitate because of the impact this 
legislation may have on state and local governments. Last Con- 
gress, the Congressional Budget Office estimated that identical leg- 
islation would lead to about $2 billion in lost annual revenues with 
the potential for additional losses in subsequent years. 

When we consider legislation which will have that large of an im- 
pact, we need to determine if we need to simply revise the lan- 
guage. We should also study whether there are alternative methods 
which accomplish the same goal of providing more certainty for 
businesses while minimizing any impact on or state and local gov- 
ernments. 

I look forward to hearing from the witnesses, and again I thank 
the Chairman for holding today’s hearing. Thank you, and I yield 
back. 

Mr. Bachus. Thank you. Without objection, all Members’ opening 
statements will be made a part of the record. 
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[The prepared statement of Mr. Johnson follows:] 

Statement of the Honorable Hank Johnson for the Hearing on H.R. 2992, 
the “Business Activity Tax Simplification Act of 2013” 


Wednesday, February 26, 2014, at 4:00 p.m. 
2141 Rayburn House Office Building 


Thank you Mr. Chairman for holding this hearing 
today. 

I find it fortuitous that as I assume the Ranking 
Member position, the Subcommittee turns to addressing 
state taxation issues. I hope this is the beginning of a 
series of discussions focusing on state taxation. 

Over the past several Congresses, I have worked 
closely with my colleague Representative Howard Coble 
on a common-sense solution to simplify and reduce taxes 
for so many Am ericans. This Congress we introduced 
H.R. 1 129, the Mobile Workforce State Income Tax 
Simplification Act of 2013. 


1 
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H.R. 1 129 is identical to legislation passed by the 
House last Congress. I hope that this bipartisan legislation 
will be considered at the appropriate time, and I look 
forward to working with the Chair on it. 

I also look forward to this Committee addressing the 
remote sales tax issue next week. I have long supported 
leveling the playing field when it comes to sales tax 
collection. That is why I support H.R. 684, the 
Marketplace Fairness Act. Although 1 would prefer a 
legislative hearing on that bill, I welcome any movement 
toward addressing the remote sales tax issue. 

There are other issues and related legislative 
proposals this Subcommittee can discuss. As the former 
Chair of the Subcommittee on Courts and Competition 
Policy, I look forward to future hearings on some of those 
especially on antitrust issues, another area ripe for this 
Subcommittee’s attention. 
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But today, we focus on H.R. 2992, the “Business 
Activity Tax Simplification Act of 2013.” This legislation 
would establish a physical presence standard which must 
be met before states can impose a business activity tax. 

Proponents of the legislation contend that businesses 
need more certainty in determining what activities are 
taxable and that a uniform standard would provide that. 
Opponents of the bill argue that states should determine 
what activities are taxed within their borders and that the 
physical presence standard created in this bill would 
invite tax evasion. 

Although I have supported similar legislation in the 
past, I am taking a step back this time to look more 
closely at the legislation and to hear today’s testimony. 
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I hesitate because of the impact this legislation may 
have on state and local governments. Last Congress, the 
Congressional Budget Office estimated that identical 
legislation would lead to about $2 billion in lost annual 
revenues with the potential for additional losses in 
subsequent years. 

When we consider legislation which will have that 
large of an impact, we need to determine if we need to 
simply revise the language. 

We should also study whether there are alternative 
methods which accomplish the same goal of providing 
more certainty for businesses while minimizing any 
impact on our state and local governments. 

1 look forward to hearing from the witnesses. Again, 1 
thank the Chairman for holding today’s hearing. 
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[The prepared statement of Mr. Goodlatte follows:] 


Statement of Judiciary Committee Chairman Bob Goodlatte 
Subcommittee on Regulatory Reform, Commercial and Antitrust Law 
Legislative Hearing on H.R. 2992, the 
“Business Activity Tax Simplification Act of 2013” 
Wednesday, February 26, 2014 at 4:00 p.m. 
(FINAL) 


The uneven and unclear application of business 
activity taxes by States has created a significant 
barrier to growth for businesses. The group that is 
disproportionately affected by State tax uncertainties 
is small businesses, which do not have the resources 
to engage in complex tax planning or litigate 
aggressive tax bills. Small businesses provide the 
pillars of our economic growth, and we should ensure 
that these businesses have every opportunity to 


succeed. 
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Today’s hearing on the “Business Activity Tax 
Simplification Act of 2013” or “BATSA” focuses on an 
important measure that will help to ensure small 
businesses are able to dedicate their time and efforts 
on growing their businesses and creating jobs rather 
than navigating complex minefields of State tax laws. 

I co-sponsored BATSA this Congress and have 
sponsored similar forms of this legislation for over a 
decade. The issue of disparate, aggressive, and 
ambiguous application of State business activity 
taxation that led to my introduction of a similar bill in 
2003 has only grown in the intervening years. 
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Since 2003, the Judiciary Committee has received 
testimony that described States holding company 
trucks until they paid questionable tax bills, court 
rulings that concluded the display of a sign bearing a 
franchise’s name is sufficient to trigger taxes for an 
out-of-state franchising company, and States 
attempting to tax out-of-State credit card companies 
because in-state residents possessed the companies’ 
credit card. The record surrounding BATSA is long, 
detailed, and compelling. I am pleased that Chairman 
Bachus is holding today’s hearing to update and 
extend the Committee’s record on this important bill. 
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I also want to thank today’s witnesses for 
appearing before us, particularly Mr. Vegas and 
Mr. Simmons who traveled quite a distance to relay 
their small businesses’ interactions with State taxing 
authorities. I look forward to their testimonies and our 
other witnesses’ testimonies on this important 
measure. 

Thank you Mr. Chairman, and I yield back the 
balance of my time. 

### 
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[The prepared statement of Mr. Conyers follows:] 


Statement of the Honorable John Conyers, Jr. for the Hearing on H.R. 2992, 
the “Business Activity Tax Simplification Act of 2013” 

Wednesday, February 26, 2014, at 4:00 p.m. 

2141 Rayburn House Office Building 


H.R. 2992, the “Business Activity Tax 
Simplification Act of 2013,” imposes a physical 
presence standard upon which states must follow 
when taxing business activities. 

1 have opposed identical legislation in the past 
and continue to do so for the following reasons. 

First, this bill will drastically alter the state tax 
landscape by overriding well-established laws. 
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While Congress must ensure that the states do 
not burden interstate commerce through their taxing 
authority, the authority of states to tax activity 
within their borders must be respected. 

This legislation unfortunately does not balance 
these competing interests. 

Most states apply an economic presence 
standard, whereby a company is taxed based on 
whether it conducts sufficient business within the 
State. And many states have employed this standard 
for nearly 60 years. 

The business community argues that the 
widespread use of the economic presence standard 
has led to much confusion. 
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In its place it urges upending long-settled state 
tax practices by implementing the physical presence 
standard reflected in H.R. 2992. 

Second, this bill goes far beyond just imposing a 
new unworkable standard for business activity taxes. 
H.R. 2992 fosters additional ambiguities with new 
exceptions and a de minimis standard. 

The bill favors big multistate corporations at the 
expense of small and local businesses. It will 
encourage tax evasion by creating opportunities for 
nationwide businesses to structure corporate 
affiliates and transactions to avoid paying their fair 
share of state taxes. 
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The bill creates a significant loophole by 
preventing states from imposing business activity 
taxes on businesses which have less than 1 5 days of 
physical presence within the state. This will shift the 
state corporate income tax burden onto local, small 
businesses and manufacturers, and natural resource 
and service industries. In other words, the types of 
businesses that pay local property and payroll taxes. 

We should not be placing additional burdens on 
our local businesses. But that is what this legislation 
effectively does. 

Finally, this bill will eviscerate state revenues. 
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Just last Congress the Congressional Budget 
Office estimated that identical legislation would 
reduce state tax revenues by “about S2 billion in the 
first full year following enactment and at least that 
amount in subsequent years.” 

The CBO did not stop there. It also concluded 
that there would likely be additional revenue losses 
because corporations would take advantage of the 
new standard and loopholes the legislation 
established. 

Consider the impact of a potential loss of more 
than $2 billion annually for states. That amount of 
losses would force states to increase taxes and make 
draconian cuts to valuable governmental programs 
and services. 
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The concept behind H.R. 2992 is seriously 
flawed. And T urge my colleagues to oppose this bill. 
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Mr. Backus. Before we introduce today’s witnesses, without ob- 
jection, I would like to submit for the record letters and written 
testimony in support of BATSA from the International Franchise 
Association, Pro-Help Systems, Fischer and Wieser Specialty 
Foods, Partnership for New York City, the missing Computing 
Technology Industry Association, and the U.S. Chamber of Com- 
merce. 

[The information referred to follows:] 
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IFA© 

ItlTERtMTIONAl FRANCKISE ASSOCIATION 


February 26, 2014 

The Honorable Spencer Bachus 
U S House of Representatives 
House Committee on the Judiciary 

Chainrian. Subcommittee on Regulatory Reform, Commercial and Antitrust Law 
51 7 Cannon House Office Building 
Washington, DC 20515 

The Honorable Hank Johnson 
U S, House of Representatives 
House Committee on the Judiciary 

Ranking Member, Subcommittee on Regulatory Reform. Commercial and Antitrust Law 
517 Cannon House Office Building 
Washington, DC 20515 

Re: Business Activity Tax Simplification Act of 2013 (H R 29921 
Dear Chairman Bachus and Ranking Member Johnson: 

The International Franchise Association (IFA) would like to express strong support for 
the Business Activity Tax Simplification Act ("BATSA") (H R. 2992). BATSA would 
answer the need for a fair, clear and uniform nexus standard for the imposition of 
business activity taxed by states and localities. We want to thank you for convening this 
hearing 

Who we are. 

The International Franchise Association is the world's oldest and largest organization 
representing franchising worldwide. Celebrating over 50 years of excellence, education 
and advocacy. IFA works through its government relations and public policy, media 
relations and educational programs to prolecL enhance and promote franchising 
Through its media awareness campaign highlighting the theme. Franchising: Building 
Local Businesses, One Opportunity at a Time, IFA promotes the economic impact of the 
more than 825,000 franchise establishments, which support nearly 18 million jobs and 
$2 1 trillion of economic output for the U.S economy. IFA members include franchise 
companies in over 300 different business format categories, individual franchisees and 
companies that support the industry in marketing, law and business development. 

Why the Franchise Industry Supports BA TSA 

While the United States Supreme Court, through its ruling in Quill Corp v. North 
Dakota, justified the prohibition of states forcing out-of-state corporations to collect 
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certain taxes unless it had established a physical presence in the taxing state, states 
have in recent years ignored the ruling and begun establishing an economic nexus 
standard for taxation. This has created tremendous hardships and confusion for 
businesses that use the franchise business model to expand their brand, while not 
necessarily the presence of their corporate entity, across state lines. 

Most franchisors own no property in the state in which their franchisees operate, do not 
maintain offices there and employ no residents of those states. A franchisor’s 
employees may make occasional visits to its franchisee’s place of business to assist the 
franchisee in opening his or her business and to inspect the franchisee’s performance 
and furnish training advice and guidance, but the duration of such visits normally is 
limited to a few hours or days. The services that a franchisor furnishes to its 
franchisees, and communication among a franchisor and its franchisees, are 
implemented almost entirely at the franchisor’s principal offices and through interstate 
communications media. Most franchisors do not rely on the states of their franchisees’ 
domicile for any services and impose no costs on those states. Meanwhile, like any 
other enterprise domiciled in a state, a franchisee operating there would pay taxes, be 
involved in supporting community activities and create economic opportunities for 
employees and suppliers who would directly benefit from the existence of the 
enterprise. 

Enactment of BATSA is important to the franchise industry because of the business 
relationship between a franchisor and its franchisees. Central to that relationship is a 
shared trade identity. That shared trade identity is established and maintained by the 
franchisor’s license of its trademark, trade dress and other intellectual property (/,e., 
intangible property) to each of its franchisees. Thus, each of the hundreds of thousands 
of franchise relationships that exist in the U.S. involves a license of intangible property. 
The great majority of those licenses cross state lines. 

The franchise relationship evolved over the last half century with the understanding that 
the franchisor is not subject to state income taxes (other than those imposed by the 
franchisor’s domicile state and any state where is maintains physical presence) on the 
royalty income paid to the franchisor by franchisees located in a different state. Prior to 
the late 1980s, with rare exception, states did not seek to tax such income unless the 
franchisor clearly established a traditional nexus by owning or leasing real estate, 
operating its own outlets, or maintaining an office or employees in the taxing state. 

Franchise brands exist across a multitude of political boundaries in most franchise 
systems, but the franchisor is often a single entity with a clearly defined corporate 
residence. Some state revenue officials and, increasingly, legislators view the presence 
of a franchised outlet of a national or regional brand in their state, intentionally or not, as 
sufficient for the establishment of economic, rather than physical, nexus of the out-of- 
state franchisor. It has been incorrectly argued that the mere presence of intangible 
property in their jurisdiction satisfies the "substantial nexus" requirement under the 
Commerce Clause for the imposition of state income and related business activity 
taxes. Such arguments radically expand the classes of persons, relationships and 
transactions potentially subject to state income taxation, and threaten the livelihoods of 
hundreds of thousands of entrepreneurs who have chosen franchising as the route to 
small business ownership. 
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The issue has enormous implications for the businesses engaged in interstate 
franchising, a rapidly expanding part of the American economy. If permitted, such 
assessments would subject licensors of intangible property in interstate commerce to 
income taxation by every state in which goods or services exploiting the licensed 
intangible property are sold. If a tax return is not filed, no statute of limitations will limit 
the period for which taxes, interest and penalties may be due. Such a result would 
represent a radical departure from the historical understanding of the reach of taxing 
authority and a significant increase in the tax liability and burden of compliance of 
thousands of American small businesses. 

If every state where a franchisor has granted franchises may tax its income attributable 
to that state, non-resident franchisors will be subject to costly compliance burdens and 
ever escalating taxes. Under these circumstances, there is no doubt that franchisors will 
be forced to consider passing this cost of business on to their franchisees by increasing 
the royalty fees. Under this scenario the party most harmed is the resident franchisee. 
Thus, enactment of BATSA is critical for thousands of businesses, including franchising 
companies, their franchisees and other licensors and licensees of intangible property 
across state lines. 

Conclusion: 

The franchising business model is at risk if aggressive nexus audits continue to threaten 
the ongoing relationship between franchisors and franchisees. While the two are 
separate entities, the steps necessary to maintain the shared brand do not constitute a 
presence in every state where that brand appears. The cost associated with compliance 
and preparation of the returns is significant, and is a major financial burden for smaller 
franchisors and in many cases eclipses the taxes being paid. 

If every state where a franchisor has granted franchises may tax its income attributable 
to that state, franchisors will be subject to costly compliance burdens and overlapping 
taxes. Thus, enactment of BATSA is critical for thousands of businesses, including 
franchising companies, their franchisees and other licensors and licensees of intangible 
property across state lines. 

Thank you for considering this written testimony. 

Sincerely, 


Stephen J. Caldeira 
President and CEO 
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WRITTEN STATEMENT OF 

CAREY J. (BO) HORNE 
PAST PRESIDENT 


and 

KATHERINE S. HORNE 
PAST VICE PRESIDENT 

PROHELP SYSTEMS, INC. 
418 East Waterside Drive 
Seneca, SC 29672 


on 


"H.R. 2992, the Business Activity Tax Simplification Act of 2013" 


before the 


SUBCOMMITTEE ON REGULATORY REFORM, COMMERCIAL AND ANTITRUST 

LAW 


of the 

COMMITTEE ON THE JUDICIARY 
UNITED STATES HOUSE OF REPRESENTATIVES 

February 26, 2014 


Small Businesses Face an Impossible Situation 

Small businesses have always faced great challenges. Today, we confront the greatest ever. 
Caught in the middle of an enormous struggle between large businesses and greedy states over 
highly complicated tax nexus issues, small businesses are left in an impossible position. The 
ability of our smallest businesses to participate in Interstate Commerce, on any basis, is literally 
at stake. 

Highly aggressive, quickly expanding, and even abusive tax nexus claims made by many states 
amount to nothing short of legalized extortion. Except such claims are of dubious 
Constitutionality. The Supreme Court has said de minimis activity is insufficient for creating 
nexus. But, because such activity has not been adequately quantified into Federal law by 
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Congress or by the Courts, the states are using every contrivance possible to defy past decisions, 
which are very clear to the average citizen. 

The result is now leading our Nation quickly toward the very scenario which compelled our 
Founders to include the Commerce Clause in our Constitution. Just as occurred under the 
Articles of Confederation, greedy, revenue-hungry states are today seriously harming our 
Nation's economy. Our own personal experience clearly illustrates how real the problem is and 
how terribly extreme state nexus laws have become. No entrepreneur who sufficiently 
understands the nexus risks facing the smallest businesses today will ever contemplate launching 
a new business that depends on making interstate sales of any type or size. 

The Supreme Court has declined to become further involved in this issue. Only strong action by 
the Congress can now prevent major damage to our fragile economy and avert the complete 
closure of interstate markets to our Nation’s smallest businesses. We are not the only small 
business which has experienced this issue. We are not even the only South Carolina small 
business which has been horribly burdened by it. 

Our Nation's smallest businesses cannot possibly cope with the widely varying, ever changing, 
and often poorly articulated nexus laws of 50 States and more than 12,000 local taxing 
authorities. It is unbelievable, but true, that it is today safer for small businesses to accept orders 
from customers in Canada than it is to accept orders from customers in other States. 

We urgently ask for your support and quick enactment of a legislative solution as set forth in 
H.R,2992, The Business Activity Tax Simplification Act of 2013 ("BATSA"), before the 
problem grows even worse, more small businesses attempting to participate in Interstate 
Commerce are harmed, and further damage is inflicted upon our fragile economy. 

The Problem is Very Severe : 

In 1997, our tiny home-based* business, with annual sales of under $100,000, made a one-time 
sale of our proprietary software to a customer in New Jersey for $695. When it became aware of 
this single sale in 2003, the State of New Jersey demanded that we pay approximately $15,000 in 
back taxes, fees, interest, and penalties. The State further demanded that we also pay $600 in 
taxes and fees, every year thereafter as long as our customer used the software, even in 
years when no sales are made in New Jersey, and regardless of any profit. Since then. New 
Jersey has become even more punitive against businesses located elsewhere, and numerous other 
states have launched similar programs to export their local tax burdens. 


^Located in Georgia in 1997. re-located to Soirth Carolina in 2001. 


The abuses are not limited to software. New Jersey and other states defy protections of the 
Interstate Income Tax Act of 1959 (Public Law 86-272), which prevent any state from imposing 
an income tax for interstate activities where no physical presence exists. Today, if one of your 
constituents ships a box of paper clips to a customer in New Jersey, he is exposed to similar 
claims. 


2 



34 


Only after more than two years of intense effort that should have gone toward growing our 
business, after great legal expense had been incurred, and after our case had brought massive 
negative publicity to the State, did New Jersey ultimately drop its claim against our company. 
We received no apology or compensation for the abusive claims; and we are still precluded from 
making sales from our home in South Carolina to customers in New Jersey without exposing 
ourselves to the same ordeal, again. 

When I testified to the House Judiciary Subcommittee on Commercial and Administrative law in 
2005, Congressman Delahunt immediately understood what the future holds for small 
businesses: 


"The case presented by Mr. Home, I think, is an egregious 
example. We support you, Mr. Home, and it's got to be 
addressed." 

The nightmares being reported are certain to escalate. New Jersey increased its minimum tax 
150% in 2002. Such taxes are effectively borne only by the smallest participants in Interstate 
Commerce. The victims are generally not capable of fighting, they capitulate to reduce the risk 
of larger penalties, and they have absolutely no representation in the matter except right here in 
the Congress. 

Without clear protections such as "BATSA" provides, aggressive states will always seek to 
stretch the limits and to impose their own creative definitions to justify taxation most citizens 
would consider unjust. Similar business activity taxes have already spread to Michigan, Ohio, 
Texas, and many other states. Can anyone believe they will not soon be implemented by all 
states? Every state, even those who understand the damage being done, will be forced to 
implement similar taxes for retaliatory reasons. Each state will be forced to recoup its own 
legitimate tax revenues siphoned off by the more aggressive states acting before them. The 
inevitable result will be the complete closure of interstate markets to our Nation's smallest 
businesses, and further damage to our National economy. 

The Impossible Situation : 

As documented by numerous large businesses, including Smithfield Foods during the 2004 
"BATSA" hearing in the House Judiciary Committee, the burden of complying with so many 
widely varying tax laws is enormous. Small businesses find actual compliance to be impossible 
and even the expectation of compliance to be completely unreasonable. For these reasons, the 
Supreme Court has declared such claims against small businesses to be unconstitutional, in 
multiple major decisions such as Complete Auto Transit . 

As indicated earlier, though, the states simply ignore the total impossibility for any small 
business to: 

• Become familiar with the widely varying and ever changing nexus and tax laws of 50 States, let 
alone comply with them. How will mom and pop businesses ever be able to comply? 
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• Deal with the staggering burden of 12,000 differing nexus laws and business activity taxes 
authorized by the states for their localities. How can any small business handle such magnitude? 

• Cope with the staggering variety of minor yet very common business activities that subject 
them to abusive assertions of interstate nexus. 

• Devote the administrative resources necessary to keep business activity records for 50 states 
and 12,000 localities. Why should we even have to try? 

• Find funding for the preparation of totally diflfereiit tax returns for up to 50 states and 12,000 
localities. How could any government unit even expect us to attempt this? 

• Pay $30,000 per year, or even more, every year, forever, in minimum business activity taxes 
and fees, even if no sales are made anywhere. This will be the result for every small business, 
regardless of sales or profits, when all 50 states adopt New Jersey's Corporate Business Tax and 
a single de minimis sale has been made, in some prior year, in every state. It will be even worse 
when localities are included. Much history, past and current, has proven such abusive claims 
against our Nation's small businesses will occur unless Congress acts decisively to protect us. 

• Once confronted with an abusive claim, find an affordable attorney who is knowledgeable 
about interstate nexus issues. When faced with the issue in 2003, calls to every attorney in 
Atlanta and throughout South Carolina specializing in tax or computer law led to no one familiar 
with our problem. Of course, we did not call the largest downtown firms, because we knew we 
could not afford them. Ultimately, the South Carolina Department of Revenue led us to perhaps 
the only attorney in South Carolina familiar with interstate nexus issues. He told us, up front, 
that we could not afford him, but thankfully gave us a lot of very useful advice, pro bono. 

• Meet strictly enforced time limits imposed by states for contesting aggressive and even 
unconstitutional claims. The logistics of finding adequate and affordable representation for a 
highly complicated issue in a state far away are insurmountable for most small businesses. 

• Defend itself against an aggressive, far away state. Many of the claims made against small 
businesses are clearly unconstitutional, on multiple grounds. States are now regularly asserting 
claims for only de minimis activity in the state. They continue to pursue aggressively even the 
weakest cases because they know it is virtually impossible for small businesses to fight back. 

• Finance the defense of an egregious claim all the way to the Supreme Court. The states are 
taking maximum advantage of a system that requires all tax cases, including those where 
substantial constitutional issues are involved, to exhaust all legal remedies within the state first. 
At that point, the only recourse is to the United States Supreme Court. Few, if any, small 
businesses will find this arduous route anything but utterly impossible. 

Our Experience is Not an Isolated Case : 

Our many conversations with people across the country show that abuses are far more common 
than generally recognized. At the time of my testimony before the House Judiciary Committee 
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in 2005, we were already personally aware of approximately fifteen small business victims 
located in multiple states. 

We did not search for these victims. Desperate for help, they found us, from testimony we 
submitted for the 2004 hearing or from numerous magazine and newspaper articles written about 
our case. Since the 2005 House Judiciary Committee hearing, approximately fifteen more 
businesses have sought us out, also desperate for any help they can find for dealing with their 
crisis. One of the calls was from a small trade organization representing seafood processors; 
approximately twenty of their members in the Delmarva area had been trapped. When a tiny, 
home-based business leams of almost fifty small companies across the country faced with nexus 
nightmares, the true extent of the problem must be enormous. 

We are completely flabbergasted that almost a dozen attorneys from across the country also have 
called us, trying desperately to learn as much as they can as quickly as they can, in order to 
provide adequate representation for their local clients fighting battles with far away states. 

Each of the Judiciary Committee members should clearly understand that small businesses in 
your own States are already being wrongly burdened by greedy states, because we lack the vital 
protections every small business assumes already exist. 

The Solution : 

Some small businesses are not yet vocal with their support for a federal legislative solution, like 
"BATSA". They are generally totally unaware that numerous far away states are now taxing 
sales they implicitly assume are protected. Most are unaware that states are also now regularly 
ignoring or circumventing the basic protections granted by the Interstate Income Tax Act of 1959 
(PL 86-272). 

Most have no idea what nexus is, and don't really want to know. They just want to grow 
their businesses and help expand the Nation's economy. They have no idea that the sales they 
are regularly making across state lines, through a physical presence in their home state only, are 
exposing them to the same nexus nightmares many other small businesses have already 
encountered. 

As the states employ more powerful and more pervasive systems to track the smallest sale made 
anywhere, small businesses will be regularly trapped like a deer in headlights, totally defenseless 
against what will soon occur, unless Congress uses its broad authority to protect the right of 
every small business to participate in Interstate Commerce on a reasonably unfettered basis. 

Our personal experience, plus those of other small businessmen testifying to the House Small 
Business Committee on February 14, 2008, clearly show what happens when the standard leaves 
the smallest avenue open to abuse by greedy States Without strong Federal legislation, small 
businesses will soon be unable to participate in Interstate Commerce, on any basis. 

The arguments about state sovereignty and how we must change our tax systems to 
accommodate the Internet economy are not reasonable for this debate. Small businesses have 
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their backs to the wall. They now face the very situation that caused the Founders to give you, 
the Congress, the power to regulate Interstate Commerce. You must now use that power to 
protect our small businesses and even the entire National economy. 

Only a strong restatement of the fundamental principles of physical presence will resolve the 
tragic and impossible consequences small businesses are facing. These principles worked so 
well for more than 200 years that they were simply "understood" and not even codified into law 
until the Congress did so with the Interstate Income Tax Act of 1959. 

It is now urgent that this Congress modernize that Act quickly to protect our small businesses 
and our National economy. The Act must be expanded to cover all types of sales, both products 
and services, and it must prohibit all types of business activity taxes which are so harmful to the 
smallest of businesses. 

Having faced this issue, up close and personal, for over ten years, we know the Business Activity 
Tax Simplification Act is exactly what small businesses need. We urge the House Judiciary 
Committee to use its full resources to insure prompt enactment of such legislation. Only then 
can our Nation's small businesses safely redirect their full energies to growing our economy 
instead of defending themselves against egregious claims of nexus made by a rapidly growing 
number of states. 

Our economy is in great peril. Our Nation cannot afford to allow nexus abuses to damage it 
further. 




Carey J. Home 
Past President 




Katherine S. Horne 
Past Vice President 


ProHelp Systems, Inc.* 


* ProIIelp Systems, Inc. was a Georgia Coiporation, chailered in 1984. It was dissolved in 2007 because of our 
inability to deal with the eomplexilv of the interstate Lax and nexus issues we faced. 
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Letter of Support by Mark B. Wieser 
Founder of Fischer & Wieser Specialty Foods, Iiic. 

For passage of 

H. R. 2992, The Business Activity Tax Simplification Act of 2013 


Submitted to the United States House of Representatives 
House Judiciary Subcommittee on Commercial and Administrative Law 


Chairman Spencer Bachus, Ranking Member Hank Johnson and the Honorable 
Members of the Subcommittee, I would like to commend you for holding a hearing on 
H.R. 2992, the Business Activity Tax Simplification Act of 2013 (“BATS A”), and 
respectfully urge that you immediately mark-up and favorably report the bill out of the 
House Judiciary Committee. The enactment of BATSA into law is urgently needed by 
our company, and all others doing business in interstate commerce. 

I am the founder and chairman of the board of Fischer & Wieser Specialty Foods, 
Inc., located in the small Texas county of Gillespie, the same county that has produced 
two outstanding Americans: Fleet Admiral Chester W. Nimitz, Commander-in-Chief of 
the Pacific Fleet during World War 11, and President Lyndon B Johnson. 

Our company was founded in 1969, as a roadside market that 1 named das Peach 
Haus, to sell the area’s delicious and famous “Fredericksburg Peaches.” To supplement 
my market 1 asked my mother make her home-made jams and jellies for me to sell, and 1 
discovered within a few years that there was a growing market for her “home-made” 
goodness. In 1986, with a former student. Case D. Fischer, who had worked for me all 
through his high school years, we incorporated the business and began marketing jams, 
jellies, mustards, salsas, and sauces to the wholesale trade, to up-scale department chains, 
and to gourmet stores under the “Fischer & Wieser” brand. 

To give ourselves exposure we began participating in and attending area, state 
and, eventually, national shows. Mr. Fischer began to apply the skills he learned while 
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studying Food Science at Texas A & M University and began developing new products 
by combining different fruits with the Chipotle pepper. Sampling and participating in 
local events and fairs convinced us that we had developed a new and exiting flavor to 
introduce to Americans. (We were the first to introduce the chipotle pepper to the 
American palate.) 

As members of the National Association of the Specialty Food Trade (NASFT) 
we were permitted to enter new products into national competition if nominated and 
recognized by a sufficient number of members of the retail trade. In New York City, in 
1997, we won the highest national award given by the NASFT for our new Original 
Roasted Raspberry Chipotle Sance™. It was nominated for being the best selling 
product for that year. Since 1997, it continues to be the best selling condiment in the 
United States. In other words, it is a product that sells, if simply sampled by retailers. In 
fact it flies off the shelves. (1 personally, have sold over 23 cases (276 bottles) in a single 
afternoon at stores belonging to national chains (Whole Foods) simply by offering a taste 
to passing shoppers.) 

Today, Fischer & Wieser Specialty Foods, Inc. sells to retailers in all fifty states, 
throughout Mexico, to parts of Canada and Australia, and our first container was shipped 
to the United Kingdom in 2012. We have also exported containers to Germany in 2013 
and Costco has introduced us to Taiwan this year. We sell to all the major national food 
chains, including Costco, Sams, Kroger, Safeway and a host of regional, up-scale 
groceries. By 2005 Fischer & Wieser products had captured 2.7% of the national 
specialty marinade market for companies having more than ten million in annual sales. 

We employ approximately seventy-five employees and are the largest privately- 
owned business in our small town. Our weekly payroll injects over forty-five thousand 
dollars into our local economy. Unfortunately, what most people do not understand 
about food manufacturing is that the margin (profit) is very small. In the grocery trade, 
net profits near 3% are considered excellent. For us to pay any state 4.8% of gross sales 
has a tremendous impact on our ability to earn a profit. 
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In the recent decades some states, now including Texas, have resorted to applying 
taxes based on gross sales. Gross Sales vs. Net Sales, what is the difference? Well what 
law makers do not understand is that a 1% tax on “gross sales” is equivalent to a state 
taking one third of our “net” profits. The lower the net percentage, the larger the state’s 
share. (Texas’ Franchise tax is applied on gross sales even when a company posts a net 
loss.) 


Our Introduction to the Business Activity Tax Nexus issue was sudden and came 
as a complete surprise. I have to admit, I had never even heard of the term until 2007, 
when the company received a questionnaire from the State of Washington, asking if we 
were selling products there, if we had visited anyone in the state, and a number of other 
questions that we thought were for the purpose of completing a survey. We completed 
the form and returned it. There was no indication whatsoever in that questionnaire that 
the State of Washington was going apply a tax on our sales. Given that our company has 
never had a physical presence in Washington, we were quite shocked when we were 
assessed more than $15,000.00 in taxes and penalties for the previous five years, merely 
for selling to businesses headquartered in that State. 

We paid the taxes that were assessed, and 1 began to research what Nexus was all 
about. Meanwhile, we appealed the decision, submitting numerous court cases that 
supported our case to the Washington Department of Revenue. We had a final hearing in 
March. An attorney, familiar with the state of Washington’s interpretation of laws, 
however, had told us not to expect to win and for us to consider taking the state to court 
would cost more than the amount of money we are asking to be returned. Additionally, 1 
had read that over 10,000 appeals to the Washington Department of Revenue have been 
made by companies, such as ours; suddenly finding themselves subject to Nexus laws. 1 
had found no reversals up to our hearing, as its rulings were based on laws passed by the 
Washington legislature, and the Washington Department of Revenue repeatedly had mied 
that it was not permitted to overrule the legislature. I had also found that they 
consistently ignore all federal laws. 
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We based our appeal on PL 86-272 after reviewing numerous court cases that 
have dealt with Nexus issues. We felt confident that we would not be subject to 
Washington taxes as we had established no physical presence. To support our appeal, 
we submitted no fewer than three dozen typical examples of activities (none of which we 
performed) that are typically cited to support a state’s claim towards establishing Nexus. 
We asked the State of Washington what they were using to support their claim that Nexus 
had been established. Unfortunately, we soon discovered that those things that normally 
establish Nexus did not matter, for the state of Washington felt it had no obligation to 
comply with PL 86-272. 

We had our hearing before the Board in March of 2010 and, after giving sworn 
testimony, rested our case. A month later, the ailing came down, and we had won! The 
Depaament appealed, and we submitted additional written testimony. Again, the Board 
ruled to uphold its decision. It was a first! The Department refunded all our money with 
interest. 

While we won our appeal against the state of Washington, we know that other 
companies are still at risk, and this bill simply must be enacted into law or more and more 
American businesses will fall victims to unbridled states seeking revenues where ever 
they can find them. 

The only in-state activity acknowledged by Fischer & Wieser Specialty Foods, 
Inc. on the State of Washington questionnaire was to acknowledge that we had sent a 
representative, as a courtesy, to call upon a distributor headquartered in the State. In all 
the cases that we cited in our defense, such an activity had been shown in case after case 
not to be sufficient to confer Nexus. The State of Washington has, however, made it 
quite clear that, in their estimation, the sending of a representative into their State, no 
matter if only for a single hour, is sufficient to establish Nexus for the assessment of 
income-based tax. In addition, the State claimed that we must be sending a representative 
into the jurisdiction to support and maintain our level of sales. This assertion is nonsense 
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and simply not true. We have a product that taste alone sells! We are far too small a 
company to develop marketing plans for any state. 

Additionally, Washington has made it quite clear that it considers its tax a 
Business and Occupation Tax (B&O), and consequently argues that it is not a tax 
covered by PL 86-272. Specifically, the State says that PL 86-272 applies only to states 
that have enacted a “Net” income tax. Since the state of Washington has a “Gross” 
income tax their argument is that they are not subject to the requirements of PL 86-272. 
As you may know, at the time that PL 86-272 was passed, few states had taxes based on 
“net sales.” It did not necessarily take a Philadelphia lawyer for these states to figure out 
that if they modified their tax laws to apply to “gross sales,” they could completely avoid 
PL 86-272. Just like little kids, states discovered new ways to avoid PL 86-272. This has 
become a game, and it has caused significant problems that only Congress can resolve. 
The courts have consistently refused to resolve this problem; for most recognize the role 
that Congress should play in this matter. Fischer & Wieser Specialty Foods, Inc, and 
hundreds of small companies across the land simply cannot afford to hire attorneys to 
take states, such as Washington, to court to force them to abide by the intent of PL 86- 
272. That is why we so strongly recommend enactment of BATSA, 

Incidentally, in my research 1 have discovered that the state of Washington is also 
of the opinion that it has the right to assert Nexus if the driver of a common carrier 
delivering product does not have the explicit authority to inspect and to reject products 
the driver may deem to be of questionable quality. This is just one more example of how 
states have circumvented the intent of federal law. What common carrier in this nation 
would accept or assume such responsibility? 

The state of Washington has also said that they have the right to inspect our books 
and that we are required by its laws to keep accurate records of all shipments and to have 
such records available at all times and in compliance with its laws. While we have 
employed an independent outside audit of our books for more than a decade, we simply 
cannot afford the additional expense to keep separate books for every state. To comply 
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with all laws required by the state of Washington would force us to comply with the laws 
of all fifty states and every taxing authority within those states. I understand that this 
could reasonably be determined to be more than 3,200 individual and separate taxing 
entities! For large companies this might be possible. For small companies this becomes 
an unbearable cost of doing business. 

Additionally, our largest customer in the state of Washington serves as the 
regional headquarters for the northwestern division of Costco. It acts as the buyer for all 
its stores located in the States of Oregon, Idaho, Montana, Alaska and Hawaii. The State 
of Washington insists it has the right to tax products delivered directly to other states 
outside the State of Washington simply because Costco’s regional office is located there. 
We have no way of knowing where Costco places our products or whether or not our 
products cross into Washington before being delivered. Consequently, we very likely are 
paying taxes on products that were never acmally sent into that state. The consequences 
of this, if followed by every state, would destroy commerce in the United States. 

Beginning in 2009, in an effort to avoid a claim of tax due to Washington for 
2009 and years thereafter, 1 ordered our representatives not to enter the State of 
Washington. The State of Washington accepted that commitment, but advised that its 
laws provide that Nexus, once established, is deemed to remain in effect for five years. 

Incidentally, the initial order by the Northwest Region of Costco was not the 
result of a sales call made by our company to the state of Washington. Fischer & Wieser 
Specialty Foods, Inc. first began selling to other regional divisions of Costco after their 
buyers called on our booth at the NASFT, NASFT national shows occur only in January 
or February on the west coast, normally in San Francisco, and on the east coast in June or 
early July, always in New York City. Tt was our product’s ability to produce outstanding 
sales in the Southwest Region of Costco that caught the attention of other Costco regional 
offices. The Northwest Region began to send its first orders and subsequent orders 
directly to our company offices in Texas upon their own initiative and without any 
Fischer & Wieser Specialty Foods, Inc. representative calling upon that region. 
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Fortunately, the State of Washington is the only state where we are not physically 
present that has actively sought to tax us; however, we realistically face similar taxes 
from all other states if BATSA does not become law. We simply cannot afford to 
continue to operate if we are not protected from arbitrary and unscrupulous 
interpretations of Nexus by the various states. The same fact holds true for thousands of 
small companies across this nation. 

I can assure you, if Fischer & Wieser Specialty Foods, Inc. had offices, property 
or employees in any state other than Texas or enjoyed the protections and benefits 
provided by the legislature of any other state; we would willingly and understandingly 
pay our fair share of taxes due to that state. But, for a business to be subject to state 
income tax based on a whim does not contribute to the economic success of this nation. 

Since our last submission of this supporting evidence our status within the state of 
Washington has changed. Last year we hired a firm that was unfortunately based in that 
state. Their goal is to increase sales to all Costcos. Being based in Washington did 
subject us to their Business and Occupation Tax according to their rules and 
interpretations. Consequently, we were forced to pay a tax of .0484 on our gross sales 
shipped to that state. Meanwhile, their department of revenues is hinting that we might 
owe back taxes since winning our appeal in 2010 as they have since changed their 
internal rules. Now it seems we are in this fight again which takes time and effort that we 
and hundreds of smaller companies simply cannot afford. 

Fischer & Wieser Specialty Foods, Inc. is asking Congress to enact BATSA, a bill 
that will clearly spell out what will establish Nexus, thereby freeing small businesses 
from the unnecessary costs incurred in by the need for constant court cases and appeals. 
Many of us thought that all the issues relating to commerce between the states had all 
been resolved when the Articles of Confederation were set aside in favor of a new 
Constitution. It had become so very clear and so thoroughly understood by those who 
believed in forming a better and more perfect union that this nation could not grow strong 


7 



45 


if each state restricted the exercise of a national free trade. Those patriots understood the 
problem and resolved the problem. I am simply asking that this Committee clarify the 
physical presence nexus standard and once again strengthen and guarantee forever the 
principle of free trade between the states. 

We pray that this testimony is helpful and beneficial to the Subcommittee. Thank 

you. 


Sincerely, 

Mark B. Wieser, Chairman 
Fischer & Wieser Specialty Foods, Inc. 
iellv.com 

41 1 South Lincoln Street 
Fredericksburg, Texas 78624 
mark. wieser@.i ell v . com 
830-990-8256 
830-997-7194 ex 8256 
Fax 830-997-0455 
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Thank you, Chairman Bachus and Members of the Subcommittee for the opportunity to 
submit written testimony. 

The Partnership for New York City is a nonprofit organization of international and 
regional business leaders who partner with government and other sec tors to promote job 
creation, economic growth and public education. We strongly support H.R.2992, the 
Business AcHvity Tax Simplification Act of 2013 C'B.ATSA") and respeclfulh urge 
Congress to enact the bill into law this year. 

BATSA would ensure that companies are subject to slate business taxes only in those 
states where they have a physical presence and from which their business oiierations and 
employees derive benefits. It would stop the practice of taxing corpraralions based on 
where their customers, rather than their businesses, are located. This practice has resulted 
in significant new impositions on companies, in terms of both tax payments and 
compliance costs asscjciated with responding to widely varying and constantly changing 
taxing schemes adopted by various jurisdictions. With approaches to taxable nexus 
vaiying from state to state, clarifying the physical presence requirement to articulate the 
bright-line nexus standard included in H.R. 2992 would alleviate the burden that many 
interstate businesses face and help promote economic growth across the country. 

New York City is a major hub for interstate commerce and mans' New York- 
headquartered companies transact business in all fifty states and around the world. New 
York Cits’ and State supply the iis/rastructure and services necessary to accommodate 
these companies, aisd tax the business community accordingly. Traditional practice in the 
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U.S. has been that states levy business activity taxes only on those businesses that have 
somety^pe of physical presence (i.e., labor force or property) in the state. We support this 
tradition, which is based on the premise that a business should pay tax only to those 
jurisdictions that have provided it with meaningful l^nefits and protections (e.g., public 
schools, roads, police and fire protection, water and sewers). Businesses receive these 
benefits only from the jurisdictions where they are actually located. Economists agree 
that income is earned where a business employs its labor and capital and that is where 
they should be hable for business taxes. 

BATSA would provide the clarity and discipline required to maintain a rational and 
hospitable business environment in the United States. It will also protect the tax base of 
America's major commercial centers such as New' York City that are absorbing the costs 
associated with the demands of major commercial operations. 

Thank you for your consideration. 



48 


CompTIA. 

The Computing Technology Industry Association 


Testimony Before the 


House Judiciary Committee 
Subcommittee on Regulatory Reform, Commercial and 
Antitrust Law 


H.R. 2992 

“Business Activity Tax Simplification Act of 2013" 


February 26, 2014 



49 


Introduction. 

Good afternoon, Chairman Bachus, Ranking Member Johnson, and distinguished 
members of this Subcommittee. This testimony is submitted on behaif of the 
Computing Technoiogy Industry Association (CompTIA), which represents a 
significant number of small computer services businesses called Value Added 
Resellers, also known as "VARs". 

I want to thank Chairman Bachus and Members of this Subcommittee for holding 
this important hearing concerning the roie of government in defining nexus for 
purposes of state taxation issues. This is a real issue affecting the economic survival 
of small businesses, so it is very important that Congress act to bring certainty and 
consistency in the determination of nexus. We believe your efforts to focus both 
Congressional and public attention on this issue are most important. CompTIA 
respectfully urges prompt enactment of H.R. 2992, the "Business Activity Tax 
Simplification Act of 2013” 

Small businesses are the backbone of the American economy. According to the 
Small Business Administration Office of Advocacy, there are approximately 28 
million small businesses employing half of the U.S. private sector workforce. Small 
businesses are a vital source of the entrepreneurship, creativity, and innovation that 
keeps our economy globally competitive. As a nation, we are dependent upon the 
health of the small business sector and this is why we are concerned with an ever- 

expanding palate of taxation and tax compliance issues. 

CompTIA 
February 26, 2014 
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About CompTIA. 

CompTIA is the voice of the world's infonnation technology [IT] industry, As a non- 
profit trade association advancing the global interests of IT professionals and 
companies, we focus our programs on four main areas: Education, certification, 
advocacy and philanthropy. CompTIA's members include small computer services 
businesses called Value Added Resellers (VARs), as well as most major computer 
hardware manufacturers, software publishers, and IT service providers. We are 
driven by our members and led by an elected board of industry professionals. 

The promotion of policies that enhance growth and competition within the 
computing world is central to CompTIA's core functions. Further, CompTIA's 
mission is to facilitate the development of vendor-neutral standards in e-commerce, 
customer service, workforce development, and ICT [Information and 
Communications Technology) workforce certification. 


The Issue. 

As states seek to maintain or expand both their tax bases and collections, we note 
increasing attempts by state taxing authorities to tax interstate transactions. As 
established by the U.S. Supreme Court, the principle requirement allowing a state to 
require a non-resident business to collect and pay over sales and use taxes is 


"physical nexus." In Quill Corp. v. North Dakota, 504 U.S. 298 [1992], the Court ruled 
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that a state is not permitted to require a non-resident seller to collect and remit 
sales and use taxes, unless that seller has a physical presence in the state. Therefore, 
a business that resides in State A cannot be required by State B to collect and remit 
sales taxes on sales made to customers in State B, unless that business has a real 
physical presence in State B . Commonly, physical presence has been interpreted as 
having an office or place of business in the state, or employing workers that operate 
within the state. 

One of the basic principles of the Quill decision is fairness. That is, it is principally 
unfair and burdensome for a state to require a business to collect sales and use 
taxes when that business has no physical presence in the taxing state. The need for 
this emphasis on fairness, as established in the Quill decision, is made all the more 
evident by the fact that most states permit local jurisdictions to impose separate 
transaction taxes, which can have varying requirements within a single state or 
jurisdiction. Clearly, for the typical small business, collecting and remitting taxes 
from states other than their own would impose an unbearable administrative 
burden. In addition to monitoring, collecting, and remitting sales taxes to multiple 
jurisdictions, the business would also be burdened with multiple compliance 
requirements. So, under the Quill decision, the physical nexus standard has served to 
bring both certainty and simplicity to the complicated patchwork of interstate 
taxation. 


CompTIA 
February 26, 2014 



52 


However, while the Qui// decision requires a physical nexus in situations invoiving 
sales and use taxes, this decision did not specifically address other forms of taxation. 
Therefore, while physical nexus continues to control sales and use tax collections, 
some states are now seeking to ignore this requirement and impose other forms of 
taxation - asserting that an "economic nexus" is sufficient. Under this "new" theory 
some states have attempted to tax any transaction that has an economic nexus to 
that state. This is bad tax policy that will result in unmanageable tax and compliance 
problems for all businesses - especially small businesses. 

Imposition of business activity taxes under the economic nexus theory imposes a 
particularly burdensome regime on the IT industry. For example, a VAR located in 
State A is engaged by a customer in State B to solve a software issue. The VAR has 
no place of business in State B and has never visited State B; but, without ever 
entering State B, the VAR connects to the customer's computer via the Internet, the 
computer is repaired, and the customer is billed for this service. Under the 
economic nexus theory, State B could assert that income earned by the VAR is subject 
to income and franchise taxes in State B. Also, because the VAR is a resident and is 
physically present in State A, State A would likewise seek to tax these earnings. 

This issue will be further compounded as cloud computing continues to grow in 
usage. Consider the example of the delivery of business applications online to a user 
in State X, which has business applications stored on a server owned by the vendor 

CompTIA 
February 26, 2014 
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in State Y, while the data generated from use of the business applications is stored 
on another server located in State Z. 

From this example, it is easy to see how adoption of the economic nexus will usher in 
a burdensome and complex new multiplicity of tax regimes for all businesses. This 
would be most devastating for small businesses which have neither (i) the expertise 
to learn the tax requirements of all states, nor (ii) the money to pay a professional to 
monitor and comply with dozens, hundreds, or thousands of taxing authorities. 

Recently, one of our VAR members, a small IT business, recounted a situation in 
which the tax authority for the state of Maine demanded that this business, which is 
located in New Hampshire, file a Maine tax return. The Maine tax authority noted 
that the VAR had a few customers in Maine and that two of the VAR's employees 
lived in Maine. After substantial time and expense on the part of our small business 
VAR member, the Maine tax authority eventually withdrew their demand; however, 
this was only after our member was required to prove that the employees only lived 
in Maine and were not stationed there as employees. This CompTlA member 
company also had to prove to the Maine tax authority that its business dealings 
within Maine were de minimis and did not warrant a tax return. Of course, we agree 
with this outcome, but we do not agree with the process that required this small 
business to spend enormous and needless time, effort, and expense in order to 
contest this overreaching approach to interstate taxation. To avoid this in the 
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future, clear and consistent criteria must be established to determine whether a 
business has a sufficient physical presence in a state - i.e., physical "nexus” - to 
allow that state to impose business activity taxes. 

It now seems apparent that the tax authorities of some states are seeking to exploit 
a loophole in the Supreme Court's decision in Quill. Because Quill prohibited the 
imposition of unfair sales taxes, some states are now seeking to bypass this by 
imposing unfair transaction taxes. The emphasis must be placed on the term 
"unfair" - without respect to the type of tax a state seeks to impose on out-of-state 
businesses. This loophole needs to be closed before the nation's small businesses 
suffer any further. 

Before any more states move to collect unfair taxes from small out-of-state 
businesses, we urge the Congress to require distinct physical presence requirements 
to the taxation of interstate business activities. The emergence of a duplicative and 
overlapping patchwork of state and local tax filing and payment requirements will 
seriously damage America's small business community. It would inflict a substantial 
burden and cost on all businesses with a disproportionate impact on small 
businesses, especially those engaging in electronic commerce. 

Legislation. 
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Accordingly, we call on Congress to pass H.R. 2992, the "Business Activity Tax 
Simplification Act of 2013," which would establish consistent rules concerning nexus 
to (i) expand the federal prohibition against state taxation of interstate commerce to 
include taxation of out-of-state transactions involving all forms of property (such as 
intangible personal property and services) and (ii) prohibit state taxation of an out- 
of-state entity unless such entity has a physical presence in the taxing state. 

Conclusion. 

Increasingly, businesses are being burdened by the variety and amount of taxes that 
must be paid, as well as the costs of compliance. While we fully support the notion 
that all businesses should pay their rightful share of taxes, we believe this goal can 
and should be accomplished in the most orderly and least burdensome method. 
Accordingly, we ask this Subcommittee to support efforts to clarify and simplify the 
increasing tax and tax compiiance burdens for businesses. If not, small businesses, 
especially small technology businesses, cannot continue to drive the American 
economy. 

We thank this Subcommittee for the opportunity to present this testimony in 
support of the IT industry and our membership - especially our small technology 
company members, which rely more heavily on income from the remote provision 
of interstate services. 


CompTIA 
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The U S. Chamber of Commerce is the world’s largest business federation representing 
the interests of more than 3 million businesses of all sizes, sectors, and regions, as well as state 
and local chambers and industry associations. The Chamber is dedicated to promoting, 
protecting, and defending America’s free enterprise system. 

More than 96% of Chamber member companies have fewer than 1 00 employees, and 
many of the nation’s largest companies are also active members. We are therefore cognizant not 
only of the challenges facing smaller businesses, but also those facing the business community at 
large. 


Besides representing a cross-section of the American business community with respect to 
the number of employees, major classifications of American business — e.g,, manufacturing, 
retailing, services, construction, wholesalers, and finance — are represented. The Chamber has 
membership in all 50 states. 

The Chamber’s international reach is substantial as well. We believe that global 
interdependence provides opportunities, not threats. In addition to the American Chambers of 
Commerce abroad, an increasing number of our members engage in the export and import of 
both goods and services and have ongoing investment activities. The Chamber favors 
strengthened international competitiveness and opposes artificial U.S. and foreign barriers to 
international business. 

Positions on issues are developed by Chamber members serving on committees, 
subcommittees, councils, and task forces. Nearly 1,900 businesspeople participate in this 
process. 
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INTRODUCTION 


Chaimian Bachus, Ranking Member Cohen, and members of the Subcommittee, the US. 
Chamber of Commerce thanks you for the opportunity to comment on H R. 2992, the “Business 
Activity Tax Simplification Act of 2013.” The Chamber strongly supports this bill which would 
establish a bright-line, physical presence nexus standard for when a state can levy an income tax 
on an out-of-state business. 

BACKGROUND 


A multi-state business generally is subject to tax only in those states where the business 
has a physical presence, such as an office or employees. Increasingly, states have attempted to 
apply an “economic nexus” standard to collect taxes from businesses located in other states - 
even though such businesses have no physical presence therein. The effort by states to apply an 
economic, rather than physical, nexus standard has led to uncertainty and widespread litigation. 

H R. 2992 would provide a bright line, uniform, physical presence standard which must 
be met before any state can levy income or business activity tax on a business located outside the 
state. H.R. 2992 would provide predictability and certainty to businesses as to what their tax 
liabilities are and to which states those tax liabilities have been rightfully incurred. 

SUBSTANTIAL NEXUS: PHYSICAL PRESENCE VS. ECONOMIC PRESENCE 


Under the Commerce Clause of the U.S. Constitution, Congress is responsible for 
ensuring the free flow of goods and services among the states. Thus, a state tax generally may be 
levied upon products and/or services conducted through interstate commerce only if an out-of- 
state business has “substantial nexus” with the taxing state.' 

The U.S. Supreme Court, in Quill Corn, v North Dakota .^ a case involving sales and use 
tax collection, held that a state could not levy taxes on an out-of-state business unless that 
business had more than a de minimis physical presence within the taxing state. With respect to 
income taxes, the Interstate Income Tax Act of 1959 (Public Law 86-272) prohibits a state from 
imposing an income tax on a multistate business whose only state activities are the solicitation of 
orders for tangible personal property, provided that the orders are approved and filled outside the 
state. 


Much uncertainty exists with respect to these nexus standards. Some states require a 
physical presence to levy a sales tax as mandated by Quill , but levy all other business taxes based 
an economic presence standard. The result is dilTering presence standards based on the type of 
tax imposed. 

Likewise, states generally apply the physical presence standard under P.L. 86-272 in the 
case of businesses which produce tangible goods. However, businesses which provide services or 


' U.S. Coiistitiitioii, Article I, Section 8, Clause 3. 
US04 U.S. 298(1992). 


3 



59 


intangible products are not explicitly protected under P.L. 86-272, resulting in differing presence 
standards for different industries. 

The disparities in tax treatment that arise under current law lead to uncertainty and 
unpredictability for businesses. These uncertainties can result in litigation to settle tax disputes 
which is costly to both the taxpayers and state governments. 

PROVISIONS OF H.R. 2992 


Physical Presence Standard 

H.R. 2992 would codify the physical presence standard, providing that a state or locality 
may not impose income or other business activity taxes unless businesses have “physical 
presence” in the jurisdiction. The required physical presence is a bright line test that establishes 
tax jurisdiction where an out-of-state business has employees, has tangible or real property, or 
uses agents to perform certain activities within a taxing state. 

Since H.R. 2992 provides that a de minimis physical presence would not give rise to 
meeting the physical presence standard, it would allow a business to send employees into a state 
for 1 5 days in any year and not subject that business to an obligation for that state's income tax. 
Further, under the de minimis rule, H R. 2992 would allow employees to perfomi transitory 
assignments and not trigger unintended tax obligations. 

These rules would provide both a clear physical presence standard and a clear standard 
for what activities a firm can conduct within a state that will not trigger that state’s taxing power. 
This would provide certainty to businesses and tax administrators and would reduce compliance 
and enforcement costs. 

Modernization of P.L. 86-272 

P.L. 86-272 was enacted 55 years ago. Since then, the U.S. economy has seen significant 
changes. Recognizing the changes in both the services and products offered as well as the types 
of companies that make up our economy, H R. 2992 would extend the longstanding protections 
of P.L. 86-272 to ail sales or transactions, not just to sales of tangible personal property. 

H.R. 2992 also would modernize P.L. 86-272 by addressing the efforts of some states to 
avoid the restrictions imposed by Congress in P.L. 86-272. Specifically, some states have 
established taxes on business activity that are measured by means other than the net income of 
the business. HR. 2992 would ensure that P.L. 86-272 covers all business activity taxes, not just 
net income taxes. 

CONCLUSION 


The Chamber strongly supports H R. 2992. By codifying the physical presence standard, 
H R. 2992 would provide certainty to both businesses and tax administrators about when taxes 
can be levied, reducing compliance and enforcement costs. Further, by modernizing P.L. 86-272, 
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H.R. 2992 would treat services and products offered by all businesses in a more fair and 
equitable manner. 

Chairman Bachus, Ranking Member Cohen, and members of the Subcommittee, the 
Chamber applauds your leadership in conducting this hearing and thanks you for the opportunity 
to comment on this issue. 
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Mr. Bachus. We have a distinguished panel today, and I would 
like to introduce our witnesses now. Having read the experiences 
of Mr. Vegas and Mr. Simmons and your companies, I think that 
the evidence will be helpful to Mr. Johnson and others as they try 
to decide what to do. 

Mr. Vegas is the founder and president of Sage V Foods, which 
specializes in producing rice-based ingredients for use in processed 
foods, and has developed the most complete line of rice products in 
the industry. Prior to Sage V, Mr. Vegas managed a startup rice 
milling company that was a joint venture between Comet Rice and 
the government of Puerto Rico, and ultimately became vice presi- 
dent of marketing for Comet Rice. 

Mr. Vegas graduated from Louisiana State University with a de- 
gree in agribusiness, and received his MBA from Harvard Business 
School. We welcome you. 

Mr. Tony Simmons is president, CEO, director, and interim 
chairman of the board of Mcllhenny Company. Mcllhenny, okay. 
Mcllhenny Company is 146-year-old company whose most famous 
product is TABASCO brand pepper sauce. I think we all know 
about the island and everything. Mr. Simmons is the great, great 
grandson of the creator of TABASCO, Edmund Mcllhenny, and is 
the seventh family member to assume Mcllhenny Company leader- 
ship, which is still family owned and operated. 

Prior to accepting the position with Mcllhenny Company, Mr. 
Simmons was president and CEO of Manitowoc Southeastern — yes, 
it is the crane people, right, the cranes — an independent crane dis- 
tributor located in the southeast. And that company is 
headquartered in Wisconsin or Minnesota? 

Mr. Simmons. Manitowoc is in Manitowoc, Wisconsin. 

Mr. Bachus. Wisconsin, okay. Mr. Simmons also serves on the 
board of America’s Wetland Foundation. Mr. Simmons holds a de- 
gree in speech from Loyola University in New Orleans. We wel- 
come you. And what is the name of the island? 

Mr. Simmons. Avery Island. 

Mr. Bachus. Avery Island, that is right. I think every restaurant 
in the south either has tabasco sauce or, what is it, Texas Pete, 
that which is not a tabasco sauce. 

Mr. Simmons. Never heard of Texas Pete. [Laughter.] 

Mr. Bachus. That is a great answer. Mr. Joseph Henchman is 
vice president of legal and state projects at the Tax Foundation, a 
non-profit organization dedicated to educating taxpayers about all 
aspects of tax policy. He joined the Tax Foundation in 2005. Mr. 
Henchman’s analysis of fiscal trends, constitutional issues, and tax 
law developments has been featured in numerous print and elec- 
tronic media, including the New York Times, the Wall Street Jour- 
nal, CNN, Fortune magazine, and a number of law review journals. 

Mr. Henchman received his bachelor’s degree in political science 
from the University of California at Berkeley and his JD from 
George Washington University Law School. Welcome to you, Mr. 
Henchman. 

Mr. David Quam is deputy director of Federal relations at the 
National Governors Association. He has an extensive track record 
in development policy solutions and effectively advocating positions 
before Congress and the Administration to the Governors Collective 
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Policy Priority. Before joining the National Governors Association, 
he was an associate at Powell, Goldstein, Frazer, and Murphy, 
LLP, director of international affairs and general counsel at the 
International Anti-Counterfeiting Coalition, and majority counsel 
on the Senate Judiciary Committee’s Constitution Subcommittee. 

He received his BA from Duke University and his JD from Van- 
derbilt University School of Law. 

Each of the witnesses’ written testimonies will be entered into 
the record in its entirety, and I ask each of our witnesses to sum- 
marize his or her testimony in 5 minutes or less. And we are going 
to have a light which will turn yellow and then red, but if you need 
to go over by 20 or 30 seconds, that is fine with me, although I 
think the Chairman does not really like that, but I am the Sub- 
committee Chairman, and I do not mind it. 

So at this point, we will still start with the witnesses. Mr. Vegas, 
we will start with you first, and then we will go down the line. 

TESTIMONY OF PETE VEGAS, FOUNDER AND PRESIDENT, 
SAGE V FOODS, LOS ANGELES, CA 

Mr. Vegas. Okay. Okay. My name is Pete Vegas. I appreciate the 
opportunity to speak with you today. I will tell you I am a little 
concerned that I could be targeted by these states once my name 
becomes public, so I would hope you help me out if that happens. 
Otherwise, this could be a very 

Mr. Bachus. We could pass this. That would help. 

Mr. Vegas. That would solve the problem. [Laughter.] 

I hope you have had the chance to read my written testimony or 
will read it. Those are my words. Because I defended myself 
against the State of Washington, I have actually learned quite a bit 
about this, probably more than any businessman should know real- 
ly- 

Mr. Bachus. And let me say this, and stop the time. Both your 
testimony and, Mr. Simmons, I mean, those are nightmare situa- 
tions for not only a small business. I would actually call your busi- 
ness a medium-sized business. Really your experience, you are an 
eyewitness to this. So, you have experienced this, and you look at 
it, and how anyone can look at what you have gone through and 
think that is fair or equitable, you know, it is hard to believe that 
that was what we conceived when we gave states the taxing au- 
thority. 

Mr. Vegas. You know, and 5 minutes is not a lot of time, so I’m 
hoping there are questions and I can spend more time, yes. 

So I started my company from scratch. We basically take rice 
and have learned to make new products from rice, have taught peo- 
ple how to use it. Today we sell rice flour, frozen rice, crisp rice 
like goes in granola bars, instant rice. We are an approved supplier 
in almost every major food company in the United States, so we are 
shipping products, you know, pretty much throughout the country. 

Our sales today are about $100 million. You know, I employ over 
200 people. And so from a tax standpoint — and in the last 7 years 
I have built 3 facilities, two in Arkansas and one in Texas. I live 
in California. From a tax standpoint, you know, I am an LLC. That 
means taxes flow straight through to me, so I pay Federal taxes. 
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I pay taxes in California. And then I pay taxes in the states where 
I have facilities and properties, like Arkansas and Texas. 

In 2010, I was basically hit, you know, by the State of Wash- 
ington. Washington has no income tax, so they charge what they 
call a business and occupation tax, which is essentially a tax on 
sales. It is a tax on gross receipts. And to be clear, you know, what 
I am talking about here are business to business taxes. I am not 
selling to a consumer. I am not talking about sales taxes to a con- 
sumer like you would discuss with Amazon or someone like that. 
I mean, to make it very clear, I am selling rice flour in bulk rail 
cars to a company in the State of Washington that takes my flour, 
blends it with other ingredients, sells a mix, you know, a batter 
mix basically, to a french fry company that makes French fries, 
that turns around sells it to a large burger chain that then sells 
to their franchises. So if everyone was charging taxes like the State 
of Washington, my flour would be taxed four times before the con- 
sumer paid a sales tax on it, okay? 

As a percentage of my income, the tax that I paid in Washington 
is over 16 percent. That is higher than any state in the country, 
okay? And if you start adding up what I pay in Federal taxes and 
state’s taxes, if I paid everyone what Washington charged me, my 
tax bills would be over 70 percent. And I can tell you, I cannot run 
a company when that much of my money is going outside. 

Because I visited the state one time in 7 years, Washington basi- 
cally sent me a tax bill for over $180,000. It was for 7 years back 
penalties and taxes. And then once you have established nexus, 
even though you stop the activity — I do not visit anymore — it goes 
another 5 years forward. So this could have easily been or would 
be a $300,000 kind of bill. Quite frankly, I have never seen any- 
thing like that. I was shocked. You know, I called other businesses, 
friends, to ask, you know, what did they know about this. It is not 
known by people who have not been hit yet, but it is becoming 
more and more prevalent. I had to hire an attorney to explain it 
to me, you know. 

And I can tell you, a company like mine cannot afford to try to 
understand every oddball state in 50 different states. I mean, I had 
a tax accountant last year that wanted to charge me over $100,000 
to do my taxes, okay? Imagine if I had to deal with 50 states com- 
ing at me. It is just impossible. 

Every attorney in the State of Washington literally turned me 
down. They said, Pete, it is a waste of your money to fight these 
people. But, you know, I am bullheaded. I was wronged. I did it 
anyway. I mostly defended myself, okay? I went through three ap- 
peal processes and eventually won, you know, but that was a huge 
effort on my part. It took a lot of time away from my business. It 
is not something I could do every time a state comes after me. 

And the kind of stuff that Washington tried to trip me up on, 
which I think is common in other states so that you understand, 
the issues are did I have brokers in the state, had I attended trade 
shows in the state, you know, did I sell on a delivered basis instead 
of an FOB basis, could a customer reject my product at destination, 
had I sent a service technician to, like, repair a rail car or help 
them use the product, did I ship on company-owned trucks, do I 
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have any product warehoused in the states. Any of these things 
would have established nexus. 

My actual fights in court were mostly related to my visit, you 
know, how many times did I visit. We determined it was one, you 
know, and then I won that case. The next time I went they focused 
on the fact that I had shipped on company-leased rail cars, which 
meant in their mind I had leased equipment in the state. In both 
cases, you know, I prevailed mostly because in the State of Wash- 
ington, they have a statute that says to establish nexus, the busi- 
ness activity must be related to or maintaining a market in the 
state, okay? And in both cases I proved it did not, you know, which 
means had I made a sales call, a serious sales call, in that one 
visit, they may have established nexus with that. 

And basically because I defended myself, I learned quite a bit 
about the law itself. And what I have learned is there is really 
nothing to date that prevents states from collecting all of their rev- 
enue from outsiders. I mean, if you are a politician and you are 
running a state, it is hard to cut your budget. It is hard to reduce 
expenses. It is hard to raise taxes on your voters. It is very easy 
to take advantage of somebody from the outside because we have 
no recourse. We have no vote. And that is exactly what you are see- 
ing more and more of. I mean, it is the old story of taxation with- 
out representation. I mean, it is why our country is here today and 
not part of Great Britain. 

I studied the Constitution and Supreme Court rulings. You 
know, the commerce clause is a pretty simple clause really. It basi- 
cally gives Congress the power to regulate commerce with foreign 
nations and among the several states and with the Indian tribes. 
It makes it very clear that this is Congress’ job, not the job of the 
Supreme Court. Everyone seems to understand that a big part of 
this is to prevent the kind of problem we have today, which is a 
deterrent to interstate commerce. If this goes on, you know, it is 
going to be a huge problem and it is going to prevent interstate 
commerce. 

The last time the Supreme Court visited this, and I am sure you 
will hear more from people that know more about it, was the Quill 
case. And it actually required a physical presence. The Supreme 
Court has never issued a ruling that allowed nexus without a phys- 
ical presence. 

In my particular situation, I argued the four-pronged test of the 
Auto Transit v. Brady, which is kind of the old golden rule. It had 
a four-pronged test to establish nexus, and this is what I used in 
the State of Washington. And I basically learned it has pretty 
much been negated. The first rule — and you have to pass all four. 
The first rule is substantial nexus, and that is where most people 
argue. How many times does it take to visit to establish substantial 
nexus? 

The second one is fair relationship. And I basically showed the 
budget in the State of Washington and where they spend their 
money — schools, human services, this sort of stuff — and showed 
that I spent no money whatsoever in the State of Washington, 
okay? But that particular prong has kind of been pushed aside by 
the courts. You cannot win on that anymore. 
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I argued fair apportionment, which meant I explained what per- 
centage of my taxes were going to the State of Washington and 
how did that compare to the percent of my sales, the percent of my 
assets, the percent of employees in those various states. Very clear 
that Washington was way out of line. Once again, that has no 
meaning in the law today. Everyone ignores that issue. 

The fourth one is non-discrimination, which means you cannot 
discriminate against interstate commerce. That is a complete waste 
of time to argue that one today. 

So essentially what you have is lower courts, you know. State 
revenue services, lower courts in the states, are ignoring what little 
law was set by the Supreme Court. They are establishing their own 
laws, and it is a snowball effect. Every time a court puts some ag- 
gressive, you know, determination out there, it sets a precedent 
that everyone uses, and then they move it another step. And then 
eventually you reach the point where we are today. When one of 
my suppliers learned I was coming, they sent me this document 
from the State of Ohio. There are several states today that all they 
require to establish nexus is that you have sales in their state. 

So what I can tell you is this is a very serious problem for com- 
panies like mine, and I would really appreciate your help. You need 
to put an end to this, and it is Congress’ job. 

[The prepared statement of Mr. Vegas follows:] 
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Statement of Pete Vegas 
Founder & CEO, Sage V Foods 

Before the House Judiciary Subcommittee on Regulatory 
Reform, Commercial and Antitrust Law 

Hearing on H.R. 2992, the “Business Activity Tax 
Simplification Act of 2013” 

February 26, 2014 


Members of the Subcommittee; my name is Pete Vegas and I thank you for allowing me to speak before 
you today. I am the founder and owner of Sage V Foods. Sage V Foods is primarily a manufacturer of 
rice based food ingredients. Our sales are about $100,000,000 per year. I provide good jobs and health 
insurance to over 200 people and have invested over $65,000,000 in new plant and equipment in the 
last seven years. Our customers are primarily large food companies. We do not sell any products 
directly to consumers. We are a LLC, so for tax purposes our profits flow through to me personally. In 
addition to federal Taxes, I pay state taxes in the State of California where I currently reside, as well as 
taxes in Arkansas, Texas, and Louisiana. I have no issue with paying tax to any of those states as I have 
assets and employees in those states that generate income for my company or me personally and my 
company uses the services of those states. 

I recently had a very nasty and grossly unfair encounter with the Revenue Department of the State of 
Washington. This situation forced me to learn what a serious problem our country is facing in regards to 
unfair taxation of interstate commerce by many states. Specifically, some states are now unfairly 
collecting the tax revenue they need from companies located entirely outside of their state; companies 
that do not use services of the state. Very few small companies have yet to learn of this problem, but 
they soon will as the problem is quickly spreading. Federal statutes do not prevent the states from 
generating all of their tax revenue from residents and companies located outside of the state (though I 
think the U.S. Constitution does). Imagine how popular you would be as a politician if you could raise 
revenue to provide protections and benefits to your constituents without requiring your constituents 
pay additional taxes. Taxing non voters from outside your state is a much simpler solution to state 
budget problems than raising taxes paid by voters or cutting costs. More and more states are taking 
advantage of this opportunity. (Attached is a recent article that describes problems that other 
companies have faced.) 
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In my particular "run in" with the State of Washington, Sage V Foods was selling rice flour delivered in 
bulk railcars to a Con Agra owned facility in Pasco, Washington. The Con Agra facility blended rice flour 
with other ingredients to make a coating blend that was packaged and shipped to its Lamb Weston 
facilities and subsequently used to coat fried French fry potatoes to be shipped to a major hamburger 
chain. We had other small customers in the State of Washington, but over 90% of our business was the 
sale of bulk rice flour to Con Agra in Pasco, Washington. I estimate that less than 6% of my product 
utilized by Con Agra was actually sold to consumers in the State of Washington. 

In 2010 one of our trucks carrying rice flour to a small customer in Washington was stopped at a weigh 
station and our name was collected by the Washington Department of Revenue. A few months later 
my controller received and answered a questionnaire from the State. We answered "no" to all 
questions, including "has your company warranted its products or services," "has your company 
maintained an office or other facility in Washington", "have you leased equipment for your own use in 
Washington", etc. But in response to the question "how many visits per year", my controller knew that 

0 was not accurate, so she answered 1. In later phone calls with the Washington Revenue Department, 
we explained that we had visited only once in the 7 year period being audited. That clarification had no 
impact and we were issued a bill for $180,266.95 for back taxes, penalties, and interest; and then forced 
to continue paying taxes at the rate of about $20,000 per year. We paid $217,434.76 before I stopped 
paying. It is Important to note that the State of Washington did not charge me income taxes; they 
charged Washington's substitute for an income tax, its Business and Occupation Tax, which is a tax 
based on my company's gross sales into the state. It is also important to note that unlike the income 
taxes that I pay in Arkansas, the Washington tax is not a direct offset to my California taxes, and it is 
payable whether my company earns a profit or not. 

From a practical standpoint, there is no way for a company of our size to understand every oddball tax 
law in the 50 states of this country. I did not know at the time whether this practice of taxing entities 
that conduct all their activities outside of the taxing state was legal. Every business man that heard of 
my case was shocked that the State of Washington could charge my company taxes simply because I 
visited a customer In the State. 

First Appeal. 

1 hired an attorney and appealed my case. My first appeal in September of 2011 was before a Judge 
employed by the Department of Revenue. It was immediately clear that our arguments were falling on 
deaf ears. Judge Okimoto explained that there was plenty of legal precedence in Washington to 
establish that merely visiting a customer in the state was enough to establish nexus. He said there was 
no bright line that established how many visits within a certain period of time established nexus. When 
I asked him what he thought, he answered with certainty that in his opinion one visit to the state (not 
one visit per year) was enough to establish nexus. We lost the appeal, and were forced to make 
immediate payment of the tax and penalties assessed. 


Second Appeal. 
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I Spoke with several attorneys in the State. They all agreed that my situation was grossly unfair, but they 
all stated that the Washington Dept, of Revenue was known to be grossly unfair and that I was certain to 
lose. They warned me that the Dept, of Revenue would fight to the bitter end and my costs of defense 
would far exceed my winnings. They stated that it would be a waste of money to hire an attorney and 
continue the fight. Because I am bull headed and often choose principal above money, I chose to 
defend myself and appeal my case before the Board of Tax Appeals and a panel of three judges. I 
studied the Constitution, Supreme Court rulings, and most of the precedent setting cases in other states 
and in the State of Washington. The "golden rule" in this area of law seems to be the Supreme Court 
case of "Complete Auto Transit v Brady in 1977". This case established a four prong test for 
constitutionality of a tax under the Commerce Clause. For a tax on an out of state company to be legal, 
all four prongs of the test must be satisfied. I argued that Sage did not meet the following 3 prongs of 
the four part test. 


Substantial Nexus. An activity with substantial nexus in the Taxing State . I explained that I had only 
visited my customer one time in the 7 year period and that I made no effort to sell my products in the 
meeting. I explained that my sale had been made to the burger chain that used the French Fries 
(headquartered In another state) and my company was the named supplier in the spec sheet. Con Agra 
was essentially required to buy my product and so I did not need to sell them during my visit. 


Fair relationship. Is fairly related to services provided bv the State . 1 presented Washington's spending 
budget (Human Services, Public Schools, Higher Education, Transportation, Govt. Operations, Natural 
Resouces, Debt Service, etc) and I explained that Sage used absolutely no funds from the State of 
Washington. Our product was delivered via a railroad track owned by the Union Pacific Company and 
Con Agra. We did not even use Washington highways. 


Fair Apportionment. Is fairly apportioned . I presented a chart that showed the percent of my company's 
assets, employees, and sales in the various states where I pay taxes (California, Arkansas, Texas, and 
now Washington). I then compared that to the percent of taxes charged by each state and 
demonstrated very clearly that the amount of taxes paid to the state of Washington was way out of line. 

I also demonstrated that the Business and Occupation tax charged by the State of Washington 
amounted to a 16% Income tax and was higher than any income tax charged by any other State in the 
US. 


I won a unanimous decision before the Board of Tax Appeals. They agreed that my one visit to Con 
Agra, which did not impact my sales to Con Agra, was not enough to establish Nexus. They did not rule 
on my arguments about Fair Relationship and Fair Apportionment. It should be noted that Complete 
Auto Transit and related rulings by the Supreme Court have been largely ignored by state courts, and 
have not been very successful in preventing flimsy nexus determinations in many years, maybe ever. 
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Third Appeal. 

The Dept, of Revenue appealed to the Superior Court of Washington for Thurston County. Once again, I 
spoke with several attorneys in the State. They were very impressed and surprised that I won my 
appeal, but all advised me that the Dept, of Revenue would continue to appeal until a court turned 
down their case. My attorneys' fees would far exceed my recovery of funds. I tried to defend myself, 
but the Judge ruled that it was not legal to represent myself at this level in the Washington Court 
system. I found an attorney that was very interested in my case and offered to defend me at a reduced 
rate. 

The Dept, of Revenue continued to argue that my one visit to the state constituted nexus, but this time 
they tried a new tack and focused on the fact that I used leased rail cars to deliver my flour to 
Washington and therefore claimed that I had leased assets in the State. 

Our attorney argued that the State of Washington's own law is that to establish nexus "the activities in 
the state must be significantly associated with a person's ability to establish or maintain a market for its 
product in the state". Our product could have been delivered in many ways (Con Agra-owned rail cars, 
Union Pacific-owned rail cars, or trucks.). Our leased cars were not associated with our ability to 
establish or maintain a market and neither was my one visit to the state. 

The Judge ruled in our favor. After this ruling, instead of facing another appeal. Sage settled the case 
and recovered much of our taxes and penalties paid. Our funds were finally returned in Aug of 2013, 
three years after this ordeal started. 

We won in principal, but it is very doubtful that the winnings covered the time and money we put into 
the case. 

Conclusion. 

The "Commerce Clause" of the US Constitution is found in Article 1, Section 8, Clause 3, and simply 
states "that Congress shall have the power to regulate commerce with foreign nations, and among the 
several states, and with the Indian Tribes". 

Congress has not done a comprehensive enough Job to regulate commerce among the several states 
and so this job has been taken up by state and local revenue departments and state courts. The 
Supreme Court has not addressed the issue of business activity tax nexus since it touched on the matter 
in the Quill case in 1992. It is unlikely that It will again, since the Constitution clearly makes it the 
responsibility of Congress. So recent rulings have come from lower state courts in those Jurisdictions 
that are looking to take advantage of the situation. The last time the Supreme Court visited this issue, in 
the Quill case, they required a physical presence to establish nexus to impose a tax obligation on a 
nonresident company. The basis of this ruling has essentially been ignored by several state courts, as 
has the four prong test set forth in the Supreme Court case of "Complete Auto Transit v Brady in 1977". 

So we now have a situation where the State of Washington expects Sage V Foods to pay Washington 
taxes simply because we have customers In the state. But it does not expect Washington based 
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manufacturing companies that ship their products out of state to pay the same type of Washington 
taxes, despite the fact that those companies have substantial assets and employees in the state and use 
the services of the state. The State of Washington does not charge its residents any income taxes. The 
State of Washington does not charge its residents income taxes to send their kids to public schools and 
because of that they expect Pete Vegas, a resident of California, to pay for Washington public schools. 

This situation is getting out of Control. Congress needs to set things right. 
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Mr. Bachus. Thank you. Thank you. And we will come back with 
some questions hopefully. 

Mr. Simmons? 

TESTIMONY OF TONY SIMMONS, PRESIDENT AND CHIEF EXEC- 
UTIVE OFFICER, McILHENNY COMPANY, AVERY ISLAND, LA 

Mr. Simmons. Good afternoon, and thank you. Mcllhenny Com- 
pany currently has 240 employees, most of whom are located at 
Avery Island, Louisiana. 

TABASCO is sold in over 166 countries and bottled in 22 lan- 
guages and dialects. We make every bottle of TABASCO at Avery 
Island, and you will find our product in almost, if not every, gro- 
cery store in America. In addition, we also sell a large percentage 
of our product to the food service industry where it is used by chefs 
in the kitchen and as a condiment on tables. 

Although our only manufacturing plan is in Louisiana, we cur- 
rently pay state income and/or franchise tax in 13 additional 
states. We are subject to those taxes because we have employees 
and/or tangible personal property in those states which meets the 
physical presence standard in establishing nexus. Additionally, we 
pay income or other forms of business activity tax in seven addi- 
tional states, thus a total of 21 states including our home state of 
Louisiana. 

I am here today because state and local taxing authorities are in- 
creasingly and often retroactively expanding the reach of their 
business activity taxes using an expansive definition of “substantial 
nexus.” I will give you three examples. My goal is to demonstrate 
why a bright line definition of what activity constitutes nexus is so 
important to companies who do business in multiple states. 

First, last year, we responded to an inquiry from a city in Wash- 
ington state for pertinent information going back to 2003. Not hav- 
ing employees or inventory physically located there, we were con- 
fident that we had no filing obligation. Following their review, the 
city argued that our use of an independent sales broker established 
nexus, and levied a business and occupation tax assessment of just 
over $32,000 in tax, penalty, and interest for the tax years from 
2003 through 2008. This levy was based on our company sales of 
TABASCO products for the entire State of Washington. 

In 2009, the city changed is rules to limit collections to those 
sales that occurred within its borders only. Under these revised 
rules, our sales are too small, and we owe no tax. The new rules, 
however, did not prevent the city from seeking payment for sales 
in the years before the change. As this case remains open today, 
I am not able to expand on it further. But suffice it to say that the 
costs of time, energy, and dollars dedicated to the process far out- 
weigh the potential tax obligation, which is an underlying issue 
that surrounds this topic. 

My second example is when we encountered the single business 
tax nexus standards of Michigan back in 2002. Noting that there 
were no Mcllhenny company employees, inventories, or real prop- 
erty in the state, and that sales solicitations were performed by an 
independent sales broker in Michigan, we contested Michigan’s at- 
tempt to apply its single business tax to our sales within the state. 
Despite extensive correspondence with the state and our numerous 
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appeals on the merits of our case, an audit by the state resulted 
in a back tax liability in excess of $85,000. Again, the process of 
defending our position and subsequent monitoring and compliance 
adds to the overall administrative burden of complying with ever- 
changing tax interpretations. 

Third and finally, our tax advisors have highlighted a developing 
situation where the State of Maine is declaring that promotion of 
a product within a grocery store by a third party representative lo- 
cated in their state creates nexus for the manufacturer and a filing 
obligation based on an analysis and interpretation the state has 
made of an old sales tax case. 

These are just three examples. The task of monitoring, inter- 
preting, and complying with unclear, unwritten, and constantly- 
changing state and local nexus interpretations places an undue 
burden on our limited resources, and brings uncertainty to our 
business planning and execution. We believe that adopting adopt- 
ing the principles set forth in BATSA will allow businesses that do 
business in multiple states to have a clearly defined understanding 
of what constitutes nexus. We understand that modernization of 
the law brought about by BATSA may not provide an overall lower 
tax obligation for our company, but we do believe it will provide for 
more efficient compliance efforts and eliminate the uncertainty and 
excessive administration costs that currently exist. 

[The prepared statement of Mr. Simmons follows:] 
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Business Activity Tax Simplification Act of 2013 
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Statement of Tony Simmons 

Good Afternoon, my name is Tony Simmons and I am President and CEO of 
Mclihenny Company located at Avery Island, Louisiana. Mclihenny Company is a 
146-year old family owned and operated business whose most famous product is 
TABASCO® Brand Pepper Sauce. Mclihenny Company has 240 employees most of 
whom work at Avery Island. I am the s"' generation of my family to run the 
company started by my great great grandfather Edmund Mclihenny. In addition 
to running my family business I also serve as chairman of the S Corporation 
Association and as a director of America's Wetland Eoundation. 

TABASCO® is sold in over 166 countries and bottled in 22 languages and dialects. 
We make every bottle of TABASCO® at Avery Island and you will find our product 
in almost, if not every, grocery store in America. In addition to our sales through 
retailers we also sell a large percentage of our product to the food service 
industry where it is used by chefs in the kitchen, as well as served as a condiment 
on table tops in the front of the restaurant. 

Although we only have one manufacturing plant, we currently pay state income 
and/or franchise tax in 13 states in addition to Louisiana. We are subject to these 
taxes because we have employees and/or tangible personal property in those 
states which meets the physical presence standard in establishing nexus, meaning 


2 



75 
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it is easy for us to understand and comply. Additionally, we pay income or other 
forms of business activity tax in 7 additional states, thus a total of 21 states 
including our home state of Louisiana. Although we are not a large business we 
spend a significant amount of time and money to attempt to ensure we comply 
with all state regulations concerning the payment of state taxes. I want to make 
clear that we are not objecting to paying taxes to states where Mcllhenny has 
employees or operations. Fully aware that location of Mcllhenny people and 
property creates physical presence in certain states, the Company has dutifully 
fulfilled its obligation to pay state and local taxes in the appropriate jurisdictions. 
We understand our obligation to pay tax in areas where we locate in order to 
operate our business. Rather, I am here today to speak in support of HR 2992, 
the "Business Activity Tax Simplification Act" because we are seeing an increase in 
the number of cases where states are expanding their definition of substantial 
nexus to increase the number of nonresident companies subject to state income 
tax. They are doing this by applying a concept called "economic nexus," which 
argues that a state should be permitted to tax a non-resident company with not 
physical presence in the jurisdiction simply because that company has customers 
in the state. I will give you three examples Mcllhenny Company has faced over 
the last several years and which I think will demonstrate to you why a bright line 
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definition of what activity constitutes nexus is so important to companies that do 
business in multiple states. I will show you first, an example of how a municipality 
in Washington State imposed a Business and Occupation tax on our company, 
resulting in a demand for back taxes, penalties & interest 6 to 10 years after the 
fact; second, an over reach by Michigan which caused the state to demand we 
pay income tax in Michigan; and finally, a proposal by the state of Maine asserting 
that a company like Mclihenny would have nexus in the state if we attempt to 
promote the product directly to the consumer by doing in store product 
demonstrations or even price reductions. 

I will start with the case of a city in Washington State. 

Last year, we responded to an inquiry from a city in Washington. As a matter of 
everyday business, in addition to monitoring tax database services and consulting 
with our tax advisors on these matters, Mclihenny Company also receives and 
responds to questionnaires from various tax authorities across the country. Our 
internal accounting group, with assistance of our CPA firm, completed a 
questionnaire submitted by this municipality, as always, accurately disclosing the 
information requested. Not having employees or inventory physically located in 
the city, we were confident that we had no filing obligation. Upon review. 
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however, the city claimed that our utilization of an independent sales broker with 
a branch office in the city established nexus in the jurisdiction and established a 
filing obligation. Here it is important to note that under current year rules, we 
were notified that nexus was established due to the broker's address, however, 
our business activity with the jurisdiction fell below the de minimis standards for 
a tax obligation. Along with this notification, however, came a request from the 
auditor for pertinent information going back to 2003. Following their review of 
the historical data, the city levied a Business & Occupation (B&O) tax assessment 
of just over $32,000 in tax, penalties, and interest reaching back to the tax years 
2003 thru 2008. This levy was based on a rule that provided for a tax basis of 
TABASCO® products sales in what amounted to essentially the entire state of 
Washington. 

In our work on this case, we learned that the expanded basis rule within the B&O 
tax calculation had been vigorously challenged by businesses, and subsequently 
revised in 2009 to limit the basis to the borders of the taxing authority 
jurisdiction, in this case, the city. We struggled with the concept of a tax authority 
reverting back to a prior law, which at some point in time supported a tax 
assessment, although current law had been improved to eliminate the expanded 
reach. As this case remains open today, I am not able to expand on it further. 
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However, suffice it to say that the costs of time, energy, and dollars dedicated to 
this process outweigh the tax obligation; an underlying issue surrounding this 
topic. 

Going back a few years to 2002, among our initial exposures to the difficulty in 
reconciling an individual state definition of nexus to PL 86-272 standards, we 
encountered the Single Business Tax Nexus standards of Michigan. Noting that 
there were no Mclihenny employees, inventories, or real property in the State, 
and that sales solicitations were performed by an independent sales broker in 
Michigan, we contested Michigan's long reach across state lines. Despite our 
extensive correspondence with the State and our numerous appeals on the merits 
of our case, an audit by the State resulted in a back tax liability in excess of 
$85,000. Several years later in 2007 the tax was repealed and replaced by the 
Michigan Business Tax (MBT) and eventually the corporate income tax for C 
corporations and individual liability for S corporation shareholders. The nexus 
determination, however, also generated an ongoing annual obligation of $50,000 
on average over the remaining years under MBT and more currently an annual 
obligation of $25,000 for the company's shareholders. Again, the process of 
defending our position, and subsequent monitoring and compliance added 
unfairly to the overall burden while it was in effect. 
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Finally, our tax advisors have recently brought to our attention a developing 
situation where the State of Maine is declaring that promotion of a product 
within a grocery store by a third-party representative located in their state 
creates nexus and a filing obligation for the manufacturer based on the state 
analysis and interpretation of an old sales tax case. Keeping in mind that our sales 
broker arrangement in Maine is consistent with our business practice of using 
independent entities to solicit sales, the delivery of the goods originated from a 
location outside Maine, and the TABASCO® goods are in reality the property of 
the retailer, we are uncertain on how Maine could convey presence to an out-of- 
state entity in this instance for income tax purposes. No doubt we will continue 
to monitor this interpretation as it could possibly have a direct impact on our 
business. 

As I noted in my opening remarks, with its unique flavor and ability to enhance 
the flavor of food and beverages, TABASCO® Brand Pepper Sauce has gathered a 
tremendous following of users, providing for sales opportunities in all fifty states. 
With the Company's relatively small footprint at Avery Island, Louisiana, we have 
been able to fulfill this demand through the use of various independent business 
entities that provide expertise in sales, marketing, physical logistics and other 
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supply chain activities, many of which operate on a local or regional basis in 
various states around the country. 

From these examples, I believe you can appreciate the level of complexity our 
Company is now required to embrace as we attempt to understand the 
differences in nexus definitions among the states. As you might imagine, the 
environment in the consumer goods industry, in general, and the hot and spicy 
food market category, in particular, is quite competitive. Monitoring, 
interpreting, and complying with, unclear and constantly changing individual state 
and local nexus regulations places an undue burden on our limited resources, and 
brings uncertainty to our business planning and execution. 

It is our contention that adopting the principles set forth in BATSA will provide, 
our TABASCO® business and other businesses similar to ours with clarity and 
certainty relating to our state income tax obligations. We clearly understand that 
modernization of the law brought about through BATSA may not provide a lower 
overall tax obligation for our Company, but we do believe it will provide for more 
efficient application of our compliance efforts, and eliminate the uncertainty from 
the moving targets associated with nexus establishment. This enables us to focus 
our energies and resources on growing our business on a level playing field ... 
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Mr. Bachus. Thank you. Thank you. 

Mr. Henchman? 

TESTIMONY OF JOSEPH HENCHMAN, VICE PRESIDENT OF 

LEGAL & STATE PROJECTS, TAX FOUNDATION, WASH- 
INGTON, DC 

Mr. Henchman. Mr. Chairman, Mr. Ranking Member, Mr. 
Chairman, thank you for the opportunity to appear before you 
today on the subject of the scope of state business activity taxation. 
And I am one of those people who carries around the Constitution 
with him. I am a lawyer. And in there is your power to regulate 
interstate commerce. The reason it is in there is because before the 
Constitution, the states, left to their own devices, just about 
wrecked the national economy. Port states put taxes on goods going 
into interior states. Interior states taxed the port states, and every- 
one tried to exempt their own residents and put all their taxes on 
interstate commerce. That crisis a big reason why they all gathered 
in Philadelphia and gave you the power to limit the ability of states 
to tax entities with no physical presence in the state. 

The physical presence rule for business taxation is not only good 
constitutional law, it is good tax policy. Now, I am not an econo- 
mist, but I am surrounded by them at my office. And they talk 
about the benefit principle, the idea that people and businesses 
should pay taxes in the places where they benefit from government 
services. For businesses, that is where they have property and em- 
ployees. States should pay for services by taxing the residents who 
live and work in the state and benefit from those services. 

Congress has acted on this before. In 1959, Congress enacted 
P.L. 86272, and was going to do more, but the states said if Con- 
gress would just stay away, they as the states would solve it, and 
the thing would get better. They have not. I wish I could say what 
happened to Mr. Vegas was an isolated example, but in many 
states, it is official policy. I could review lots, but in the interest 
of time I brought five pulled from the excellent Annual Survey of 
Tax Officials done by Bloomberg BNA. And with the Chairman’s 
indulgence, I would like to draw attention to some charts that I 
brought. 

The first chart, which is up already, is the question of how long 
nexus lasts in a state if the business stops the activity. The gray 
states say it is just for the taxes measurement period, so if the tax 
is just for a quarter, the nexus only lasts for a quarter. The green 
states apply nexus for the full year. Washington state adds on a 
little bit more, as Mr. Vegas said, beyond that year. A couple of the 
states, the black ones on this chart, they declined to answer the 
question, which is certainly not helpful. California and Georgia 
said it depends, which is also not helpful, and in Indiana, appar- 
ently nexus lasts forever. Next chart. 

This chart is whether you have nexus because you have a 
website and you pay some third party to host the website, and that 
third party has a server in the state. You all have websites. Do you 
know where it is hosted, where the server is? Well, if you are a 
company, 14 states say that is enough for you to have nexus in 
that state, and 18 states declined to answer the question. Next 
chart. 
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This chart is a state will find nexus if you send a catalog into 
the state. No people, no sales in the state, just sending a catalog. 
This is pretty open and shut in the case law, and most states are 
good. Those are the blue states. But seven states, the red ones, say 
that is nexus, and two more say it depends. Next chart. 

This chart involves having a non-solicitation back office employee 
telecommuting from the state. Now, under BATSA and under the 
physical presence rule, there should be a finding of nexus in this 
case, so I am not too worried about the yeses. Those are the reds, 
those are the noes, those are the blues. I am not worried about the 
noes because just because a state can tax, it does not mean they 
have to. 

What I am worried about are the eight states, the black ones on 
there, that declined to answer this pretty basic question. That is 
eight states where taxpayers cannot get the answers from their of- 
ficials to rely on for their business activity. Next chart. 

This chart shows the states that define nexus if you attend a 
trade show in red. Now, this is attend a trade show. It is not exhib- 
iting or selling stuff. Every state finds nexus if you go and have 
a booth at a trade show and sells stuff. This is merely attending 
a trade show will find you nexus in 10 states. Five more states say 
it depends, and five more decline to answer the question. 

This is all basic stuff. The last time we had this hearing, the 
states talked about physical presence would harm their revenue, 
even though these taxes are a tiny portion of their budgets. And 
they are cutting them anyway for in-state companies through sin- 
gle sales factor and tax incentive deals. They talked about how it 
encouraged tax evasion, even though this bill does not change one 
thing about the ability of states to go after tax evaders. They 
talked about state sovereignty even though stuff like this is pre- 
cisely why Congress has the power to regulate state taxation of 
interstate commerce. 

I hope today we get some answers. If states are handling this 
and Congress does not need to get involved, why is basic guidance 
about nexus all a mess over there? The truth is states do not want 
to fix this problem. Like before the Constitution, they are happy to 
substitute their parochial interests for the national economic inter- 
ests. They are doing harm, and the court cases have gone both 
ways, so it is time to be on time for there to be a modest national 
framework answering this simple and key question: how far does 
state tax authority over inter-state business extend? If Congress 
does not answer that question, no one will. Thank you. 

[The prepared statement of Mr. Henchman follows:] 
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Bctt)R: the Gimmi((e« on the Judieiitr)’, ^itbcummlitcc on Reguliiior)' Reform. Grmmereiai it AnittniM Uw 

Mnrnry 26. 2014 

Mr. Chairman. Mr. Ranking Member, and members of the Committee: 

) jpprcc'utc die opponunic)' to Mibniic this scateincni on Congress's role In ilie debate over state 
taxation of online purcluses. In tiic 77 yean since oiir founding in 1937. the Tax Foundation has 
monitared tax polic}' trends at the hrdeol and state ievds, and our data and research is heavily relied 
upon by pulicymakerv, die media, .ind the general public Our analysis b guided by the idea that 
taxo sliould lie ax simple, neutral, iraruparent. am) stable as pouible. and as a 501(c)(3) non-prortt. 
noiHiartban oiganrzation. we rake no position un any pending legbUiiun. 

Wt hope that the material we provide will be helpful in die Committee s consideration of the bsue. 

Executive Summary 

• After the bitter experience of the Articles of Confnleraiion. the Constitution empowered 
Congress with the responsibilit)* to rein in state tax overreadiing when it threatened to do harm 
to the national economy. Consequently, srate» were not permitted to ux items in interstate 
commerce at ail imdl approximarely ilie 1950s. Since tlirn. as forin.tlly aslopted hy die U.S. 
Supreme Court in the Comptftc Auto deebion ( 1 97?), waie% nuy tax interstate commerce so long 
a.s the tax b iioii'dbcrinrinaiory. laidy ap|>oitioned. related to senneex. and applies only to 
businesses with substantial presence (nous). 

• in 1959. Congreu enacted Public Law 86-272. whidi excludes from nrxm the solicitation of 
orders of tangible petMinal properry by tn'.srate penonncl where the orders arc appraved from 
oui>or>.<(tate and ditfipcd from out-iif>scite. The law overruled tlic U.S. Supreme Court decision 
in Northwffrrm States l*ortiand Cement Co. i>. Minnesom, 358 U.S. 450 (1959). States have 
sought to narrow ilie definition of ^solicitation'' in P.L. 86-272 and prevent funlier federal 
action defining a unifonn Kope of state nexus. 

• Tlie U.S. Supreme Cotm has held that subiraiitial nexiLs in the context of .sales raxes means 
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pttysical pm^cf in thf piriuilenoH bui, i^ide iVom ovrrmlrd Kortinoeitfm Cement, lu.'i not furdter 
rilled one wiy or die odwr in the contexi of business acttvir)' uxes. Some ^laic coiirrs have 
adopted phyxica} presence or economic ncKiu and %ure revenue depanments issue a wide variety 
of guidelines on whar constitutes ncxus^causing aaivity. For example, 14 states now find nexus if 
a company contracts website hosting services with a third pany who owns a server in the stare. 
(18 states dedined to answer wherhet such aaiviry would create nexus.) When asked how long 
nexus lasts once the iicxus-causing aaivity has ceased, 9 sraies say immediately. 30 surcs say at 
rhe end of the year. I state says at the end of (he jollaknni year. 1 state says indefinitely, 2 states 
said “depends.* and 5 states declined to answer. 

• Sate have made no progress on uniform rules about ncxus>cau.s>ng aaivity. and in many cases, 
decline to esen aiuwer inquiries about whether a particular activity will or will not create nexus. 
Wlicn asked if airending a trade show creates nexus. 10 states said yes, 28 states said no. 5 state 
declined to answer, and 3 states said that it “depentk.* VC'licn asked if having one non^xales 
employee telecommuting Ironi the state creates nexus, 33 states said yes, 7 states slid no, and 8 
states declined to answer. VC^en asked if a catalog mailing to lesideiiis of a state creates nexus, 
dcvpiie rhe similarity to the scenario of P.L, 8fv-272. 7 vutes said ya and 2 suits said “it 
dei’cnds.'’ 

• Only Congress crui bring sanity to this patchwork of overly aj^ressive iiilex that is ctinenily 
doing harm to our national ecuiiamy. Clarilying dut subsuniial nexus for business aaivity taxes 
must be linked to the physical presence ol solicitation aaiviry in rlie sraie is in line with 
international taxation concepts and with the “benefit principle'' idea of paying iaxe.s in the 
jurisdiaion where you get rhe benefits of government services. The revenue impaa to states will 
be minimal, and generally states arc adopting “single sales faaor* rules rhat reduce their reliance 
on corporate income tax by in*sTaie taxpayers anyway. It would also not change states' ability to 
combat illegal or (XMsibly illegal tax planning aaivittex. 


The CotLstitution Empowers Congress to Limit State Tax Power When It Seeka to 
Shift Tax Burdem to Non-Residents or Do Harm the National Economy 
What you have before you is not a new issue. Absent congressional or iudidal checks, states have an 
incentive to .duft tax burdens from physically present individuals and busincMte.s, to those who arc 
bev-ond their borders. Indeed, it was the states' unchecked behavior in th'is regard that led to the 
Constitutional Convention in the first place. Under the Artidcs of Confodcratioii. states with ports 
raxed commerce bound for interior states. urilF wars proliforated. and the luiional economy was 
iin})criled. As Justice Johnson described in 1824. tliese actions were “dewrnctivc to the lurmuny of 
llte states, and fttal to their commercial intctesui abroad. This was the tmmediaie cause iliat led to 
the forming of a convention.*' 

And to the Constitution was adopted, and through rhat document, il>e Congress was granted the 
powei to restrain states ftum enaaing laws that harm the national economy by dlsaiminating 


* Sw. Cibhotti H Ck>/<w. 22 U,S. 1. 224 11824) Ijdhnsoo. J.. C'lncsmiijt) 
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agalmt inieittate commetceJ ]ame& Madbon nored that UiesiC posvrn would dteck ihe "claDion ol 
impadeiit avidiry Ivr immediate and iminudetate gain' ih.it drive state legislation disoiroiiuting 
against non-residents.’ lustiot Scorv’ later praised the "wisdom and policy in restrUning die states 
themselves from the exercise of [taxation] injuriouily to the interests of each other.'* 

So strong svas this concern that the rule for a century and a half was ilur states could not tax 
interstate commerce at ail.* This eroded in the 1950s and I960s as it was recognized that those 
engaged in interstate commerce do enjoy benefits in states wheie they arc present, so it is not unbir 
to have them support those services with taxes. The complete ban on state taxation of interstate 
commerce was abandoned in 1977, rqdaced by a recognition that resident businesses engaged hi 
interstate commerce should pay for the fair slureof the state services they consume. In C9mf>kte 
Amo Transit. Inc. u. Bratfy, the U.S. Supicme Court held that states may rax interstate commerce if 
the tax meets a four pan test:'' 

• nexus, a sujffttieTtt connection hmuren ttte state and the taxpayer: 

• biirappanionmem. tfte \tate cannot tax beyond in fair dntre of th taxpa)ter'i income: 

• nondisciiininaiioo. the uate mutt not burden out-of-iute taxpayers udtile exempting instate 
taxpayers: 

• fairly related, tlte tttc must bejairfy related to srnim provided to dye taxpayer. 

Before and since Complete Auto, the courts have routinely exercised this power to icscraiti state ux 
inltingemems on inrentate cutmnerce. and tliese decisions are one of tlie more non-contmvcisiaj 
aspeers of constitiitioiial taw. Congress has also been active in this area, tegislaiing limits on state tax 
power where states are incapable of achieving a simplified, uniform system that reurain eadi state 
fcotn claiming more than its liiir diare of taxes on imentaie commeice. TItese have included 
prohibiting .state taxes on food stamps, Federal Reserve banks, interstate airline and bus travel, 
satellite services, and nontesidem members of the millrary and nonrcsidcni mcmbeis of Congress. 
Congress has also banned discriminatory state raxes on federal employees, inrernaie electricity 
transmission, and inccrsxaic railroads. 


'5iV U.5. CoKsr. *n. I. (K. d. 3 (tnrcrytanrCt>minrri:cQiiMr); U.S. OiscT. art. I. ^ !■>. cl. 3<imf>t>n-Exp>rn 
Clawtct: U.S. COSST. art. 1. 5 d. 3 (TiHinap CLunc): U3. Ctxsxr. iui. tV, 3 ^ cl. I f frivtkgo and ImmnnlUn 
Clauw): U.S. CoK5T.. amend. XIV. 3 I (fVinlK|;cs »r Immunitm CUuact. 

' laiw* Maditon. Tl IK FUlKllAi tST N<>. 42 (t7lit}). 

* I SiokyOvui 3 4^. 

^ Stt. r.;.. HtMt. 32V U.S. 24V. 252-53 (i'>4ri) T A Sam is... pfreiadsd fnm abn|t am' actiim whidi mav 

birly br dcmicd m haw ihc eftet r,f impeding ihr her How of track hetween Suic»")t Ldomy k fion ^ AMt/f. 1 27 U.S. 
MOi 64t< (lyXR) ("No State has thr right tu Iw a cu im inicntatr tocnaicTCc Ui aoi'f‘'rRi.‘*K 
* 434105 . 274 ( 1977 ). 

Eaamplcs iwludr Puhik 1. Nh-272, 73 Stat. 555 (odlficd at 15 U5.C 33^1 ct srq.t (preempung scale and hiral 
inoimc tam nn ahusincss if thr husmns s in-uaic activity b liinttrd m Miiiciung «ato nf canglhic prtwinai pnipcrty, 
with orden accepirci iHitMck* thr state and sinpped tutu (he state): 4 U5.C.3 1 1 1 iprrrtnpuitg dlschmiitatnrv state 
tasatmo nf federal rmpl<qroc«): 4 U5.C 3 1 13 (preempting wane uxaimo nf nnnrc«tdcni member* of Congress); 4 
U5-C 3 > 14 (preempting di«(riminainry state caxati>m <»f norvAtideni paisinR<):7U5.C 32013 (preempting sure 
toMtion ot food stamps); 12 U5.C.3 331 (preenpung state taxation '>f Federal Rnetve banks, odta than real enab' 




87 




In recent years, we at the Ta)( Fountiatioti have monitored the increasiag use ol’' tax policy by states 
to shift tax biiidens away from (voting) residents toward nonresidents. Chief among these has been 
cfhsrts to expand the definition of 'substantial nexus" in business taxation, sales taxation, and 
income taxation to activity beyond the state's borders. Some of these aggressive praaiccs have been 
upheld by state suptenie courts, some luve been struck down: In all cases, the U.S. Supreme Court 
has declined to hear appeals. 

At the same time, states are giving tn-state biistnesii exempiions. waivers, and credits horn ilieir 
corporate income ux. By our ntosi recent count, alt but two states (Alaska & Micliigan) oflers 
resident businesses credits from state corpotaie income tax they would otherwise owe. if the resident 
business eng^es in research & development, new job creation, or new investment. Many >iaies have 
adopted “single sales factor" apportionment, under which ilicy do nor consider imsucc property or 
payroll when apponioning taxes owed by in'SUte corporations. ^Iiile states can certainly choose to 
not tax their residents, these actions (along svith the shift of business acriviiy away from C- 
corporaiions to S<orfK>ration.s and LLCs) have led to a long-term decline in tl>c .stare corporate 
income tax.* It also results in a paradox; states exaue some resident businesses from paying pan of 
their tax bills, while they demand that nunresidcni businesses pay taxes on profits Hut ate propcHy 
taxed by other states. This U exaaly the state bettavior that the Founden warned about. 

The rea.son the Founders favored the Congress to handle the matter was because srates have no 
incentive to get together and resolve it on dteir own. On the concraiy, each stare tend.s to think it 
can get a bigger dure of the national rax pie by adopting aggressive nexus siandaids. They can't all 
gee a bigger share, of cmirsc. bo wltile West Vii^nhi iiuy get a bit more revenue from a nonrc-sidenc 


taxe): U.S.C. (pmmpung diieninuMtory su(r tun nn cirrtnnty gnKTaa>vi or lran!mil«n«<n):i>l 

ilia (pncniptin^iotr luarion <4* Tedcral dct)i riMiptMtnt): 43 U.S.C$ 1333 (2)(A) (pnxmpting *Nir tuslion of ihc 
outer otnlincRtal shdf): 45 U.S,C. $ 101 (preemptiii^ tutr tne>imr tustinfl of n>mfV>Uleni water (arTicremp)o)«n); 45 
U.S.C i 5ni (prccmpiii^ sritc income lauiinn nf iKiamident eniplo)-ce nf mUTnaic railn>ad> and motor caniera and 
Amirak nckrt mIo); 45 U.S.C. 4 Oni ct <et]. (preempting dlH'nniinan>r>’ suae kuuult>n <if Inneraatc railroads): 47 U.S.C. 
S 151 (preempting state laxailoa of Inarfim acom, aude from grandhthcred axes); 47 (J.S.C 4 152 (prcempimg local 
t^ucnui SUIT taxation of saicilitctciccunimuutcauum icrvtm)i49 U5.C4 KM (preempting state uxatioii of inicntaic 
hits and motor carrier tramp'uniifHi tickco);49 U3.C S 15)3 rt set), (pwempcing stair taxaiim nrriAtcntarc air carriers 
and air transportJUinn uckrU); 49 U.S£. S 4(M IMh) (prrrmpilitg arate lautlon of air passengm): 49 UJI.C ^ 401 1 ft<c} 
(preempting slate tUatinsi nf fltghu unlrs» ihe) take •df nr (and In ibe stale); 44 U.S.C. 5 40101 (prCL-ntplIng stair 
income laiacion «if nontrsidnU airline rmpk'Vens): 50 U.S.C. $ 574 (preempting state taxarum of nnnmidmt members 
(if the military’ stationed rempnrarily in the ssate)- 

' 3rr. r.g., Organiaatiim (nr Ecmsotnic Conperatiim and Qrseinpmcnt, 'Taa and Economic Gmsnh,^ 
ECXiNtiMIO DEPAVIMENI WtiRKISC PAPEX Nu.riiO(Jul. (I, illliri) ('lC)nrpnrae uxa arc found |o hr most tumilul 
fiirgnrsvri) folkowcd by pcntoial intonic axes, and then cnsisumptom mxcs.“)i David Brutnui, STATETAXPoitCY'atJM 
(20U4) ("111 mail) cases, dsc amuuni of time and tosiuicn devuird lo the [state corpnrair incomel tax ouiwrighs its 
Aitaitnal ciintribudoii m tbestJis».Ti Bichard Pomp. 'The FutuR of the State Corprmte IntsimeTax; ReOecuims (and 
Con(iniinn>ofaTax Lawyer.* « THF PlM^’RF-l'FSTATFTAXAflflN (David Brunon ed. IWK): J- LKvighs Evans. 'Tkc 
Approaching State Oirporate htcutne Tax CmU.’TAX Fia:NDATtOK BAC)Cf:((ivirKr> PaFI^NiX 14 ($cp. (445). 
Intp:/>%vwv Li*ioii*oL ui.iB.otY/Bewar,hMs»»w/S70 hMit: jnel Skmnd Ar Marsha Binmentbdt “The Income Tax 
Compfiaiice Com of Big Bst»inc»,*TAXFi4:NPAT10NSrKOAl ACAnEJairPAVlili fN«»v, IW3). 
hiip://w\y*-isel.>utoUii.ji,eY<puhl>.i..*i^«K,nai/(tjilJnjnl: 
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credit cird company or Iowa may a bit more revenue from a nonmident Kentucky fast food 
cliaiii oi New Jersey may get a bit mote reventte by holding trucks at the state line, iliese aaions 
lrave:s us all poorer.* 

FiCl^RE I: State Corporate income Tax Collections as a Percentage of Total State Tax Rcs'cnuc 



Ail businesses must deal with the resulting complex rax statures, unoeruiiity about what aaivities 
create tax obligations in dificrem states, lack of uniformity between dificrem states in lax rules and 
Ibnnulas. and (;^ncially wasting significani time, wealth, and brainpower navigating tax compliance 
rather chan doing more productive things. Hiesc state anions also deter new invcstmait by domestic 
and fcircign businesses and encre|neneurs who wanr no pan of this t^iugniirc and rake rlieir dollars 
and their fobs overseas. 

This ’‘economic nexus" standard favored bv about half ilie stares means tJiai tax obligations arc owed 
wlierrver a company has sales or other economic aaiviry. If this standard Is widely adopted, we will 
nut have corporate income raxes but corporate cunsumptiun raxes, whereby states mostly exempt 
resident cotnpatiies Irnin tax obligations while imposing them on oiu-of-sute companies. Tliis Is 
backward and viohites iltc “bencRt principle" — the idea that tl»c taxes you pay sitoiild be a rough 
approximation for the services provided by the government that you consume. 

Nexus Based on Physical Presence 

Stare spending overwhelmingly, if not completely, is meant to beiieni cIk people whu live .ind work 
in the hirisdiction. Pdttcition. health care, roads, police protection, banidband access, etc,: the 
primary henericiaries ate state residenev Tite ’‘beneru principle" dins means that irxideiits should l*e 
paying taxes wltere they work and live, arid jurUdictions should not tax those who don't wtuk and 
live there. A physical presence standard for business aaivity taxes would be in line with this 
fundamental view of uxatioit 

in 2006, Mr. Miclud .Vluiidaca. later a Depur>' AMittant Trea-uiiy Secretary, reKificd dtat 
iniernatioital tax treaties from the 1 920s to today ate premised on physical preseiio;. and states’ 
move toward economic nexus could move us away from "uniibrm. predictable, and dear 


*5iv, Mdvui U Bumcin Xr Arthur J, Rolnick. '’O'ngrrtvShnuW End ihv Economic WvAn**»«| Uu- 

Suin,' FPOERALR^iERVE BANK 0¥ MfNSHAltUIS I W4 ANNUAI Rl'-fORr 1 1 iJ-19 tnfjmp a CnM|yT**»<init1 end |U 
«utcs’'(iMn£ lliuucul inoentlsn m indtKc cumpanin tn k«catc. u*). or expand m ihcftatc."). 








89 


.'I <Ih F^uiuIaioi.i 


ju/iMlictional rules thdt m'mimixe double oxaiion and tlui are eisy lo comply with and 
.idniinisicr."'* 

Ttiat is still true today. Tlie litigation about the physical presence standard in corporate, individual, 
and sales tax contexts has iieady exciusivciy been state eHForts to overturn it or undermine it.*' 
Economic nexus is a nebulous, amorphous standard that quickly (cads to states asserting the power 
to rax everything, eserywhece.*' It U an alanning trend that even the best intenrioned state legislator 
i$ being swept along in. It alarms me that a state could drive out business pivperty and payroll and 
essentially become a fiscal basket case, yet still be able to coliea revenue by grabbing it from 
busin<S!«s and individuah located in other states. States can thus pursue policy options that arc 
unwise in the long-term but avoid the consequences of tlui clioice 

Given the inch by CompUtr Atm. the states are in tlie process ol taking a mile. For all ilte dikcuxsioii 
aboiii how nonresident companies benelir from the education of residents or invesrmeius in 
broadband, the real issue licre is shifting tax burdens away ftum voting residents to someone dsc. As 
Prolessor Daniel Shaviro ius put ir, "Perceived tax exportaiion Ls a valuable political tool for state 
legislators, permitting them to cbim that they provide government services for fice.***^ 

Ejumpies of State Exploitation of Unclear Nexus Rules 

The chanson the following pages, taken bom the excellent annual Sttrveyvf Staff Tax tkparmfim 
by Bloomberg BNA. illustrate the lade of darity that states provide on what activity constitutes 
nexus. We could olfer many absurd examples of die sums quo. but ufler pin five l>rre. 

Bills like BA*rSA would provide the uniformity and clarity that the states are mcapable of providing, 
and would renrain srare taxation to its proper scope. 


' Testimony ofMichwl F. Mundsca Iwftrc (hi' Saute Gnninittcr <10 Fiiuncc. Siihcommtttcc on IntcrruQitiul 
Trade. ’How Much Should fiordm Martcrr Tax jurudioion la the New Economy." fJuL 25. 2(N)6). 

" Siaias with a^roEMVe «aks tax uxttuo ate Arkansa* (Juu rnactal this monrh). Odomdo. Illlituu, Nrw Yurk. 
North Caftlnu, and lUiudc Ulaitd. All lutcaUia failed a< collect any revenue atidior arc tuhicci bj ongoliii; llil|»l<on. 

'^Utr.r.p, liwph Hmrhman. WhjthrQfnUPkjiUMlhnauTHuUSkmJAn‘tGotheW>^^?ma>uil}knytu-tt»m. 
df*Sf AlkTAXNt>rES5R7<Nt»v. 5. 2U07>. http://wy».r4»hrtmduion..iry/n'mn»cnrart-/*hi-wil27H5.bmil C Ahaitd<in>nf 
ihc phy<tinil prctoiecrulc in iHtemitwml Shae\tA toomfiition and uncertainty. rcMilnn|^ in an area nf law in which b» 
•inc b*ufe what the ruin are. Abandoning the QjuiU phyucal presence rule would nsuilt in the uune.... Fint. applying 
gCfigMphy'haM.'d incomr taxes nr geography-bated tain uxn with j suodard uDciiiutmiicd bv geography mils multiple 
ueauiin and butdeiuotnc otnipDancc emtx.... Scruad. simply imputng the cuiting cuutton ivgiinc on c-comnicrce 
would burden e-commocc mtitc than bfKks-and-mortar busnicwe. ... Third, ihocua high iiIbcllhtHtdthai c-cummciri; 
would benime sub|cct to multiple taxation under an ccotnunic nauu icandard.... Fourth, how fn in space and time 
ecaitomU nexus can go rrmaltu undetermined. ... Fifth, aJopdng an rennnmic nexus Mandard would uinrtde 
rx|irctaiioiu and threaten retroactive applicaoon td* taxes, rtidangrring eeunomie inve»imcrtH....<^mumlng the promt 
standard wnlunit being sure about whai n-ptaecs if wtQ repeat the mistake made by the progeny r>f /NtmMtKiMi/ 5Aar.‘ ), 

” DaniciSh«vini.*An Economic and ToftncaJ Loi* « Federalism in Taxation,’ Wi Mich. L Rev, IW5.V5T 
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How Loag Does Nexus Last? 

Wlteii asked how long nexus lasts once the nexm-ciusing activity has ceased. 9 states say 
immediately. 30 states say at the end of the year. 1 state says at ilte end of the Jpltwvtng year. I state 
says indefinitely, 2 states said ‘depends ,* and 5 states declined to answer. 


Trailing Nexus: 

How long does nexus last, once established, 
if the activity stops? 



FOUNDATION 



Net* 

Deunof Apnl26.2Dt3 
M«u puUuhwt f*teuary 2S.30ia 

Sewre*; 

Bteo(Tit>«fg BNft. ZOta Survw o/SMI* T$» Otptrwmtt 


I Tu'a n)«iwiur«fMiM petted onty 
I Entn year. Induding befoie arid after 
etiin-crt atirtg activtty 
I yaar. ptui an adMrenai ye« 

I Ha catporate (ncom* tai 
I Old r«( ariBwar 


taxfoundation.org/maps 
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Aircodiog a Trade Show 

\C^)en asked if attending a trade show creates nexiu. 10 states said yes. 2K states said no, 5 state 
declined to answer, and 5 states said that it “depends.* 
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Presence of a Web Server 


14 states now find nexus if a company conmas website hosting services with a 

third party who owns 

a server in the state. {18 states declined to answer whether such aaivity would create nexus.) 

Web Server Presence: 

Aik 

Is nexus created by contracting with a 

TAX^^ 

third party that owns a web server in the state? 

FOUNDATION 



NM«: 

DoUuorAprtll^SOia 
tJm PUM«M r«bnMry 2i. 2014 

Sowc*: 

Btoombcrq BNA. 2D>aSurvrr p/fijtv rarOcparUMntf 


^^B*0cpentft* 

No Cofporsie InconwTa* 

CM A0( Antwar 

taxfoundation.org/maps 
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Telecommuting Back-OfTice Employees 

Wlien asked if having one non-salcs employee tdecominmiiig from the vrate creates nexus, 53 states 
said yes, 7 states said no. and 8 states declined to answer. 


Telecommuting Back-Office Employee: 

Is nexus created by employing one non-solicitation taX'--^ 
employee who telecommutes from the state? FOUNDATION 



DMaMatApra76.20l3 
Map puMahtd rtbnwry 201 4 


No Corporaia htcome Tn 


Souret: 

Btoomterg (MA, 5 Sunvyot Stalt Ts» Otpartnmtt 


taxfoundation.org/maps 
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Catalog Mailiog 

\(1)en asked if a catalog mailing to residents of a state creates nexus, despite tite sinnlarity to the 
scenario of P.L 8(5-272. 7 states said yes and 2 states said “it depends.* 


Sending Catalogs: 

allis 

Is nexus created by sending a catalog to a 

TAX^^ 

resident of the state? 

FOUNDATION 



MMmtay WK Kt3san^ata,t* r« o>iu^An taxfoundation.org/maps 
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Concimion 

Basinnscs throughouf aur ruiiont hi^toiy have plied riieir trade acroiu 'uarc lines. Today, with new 
technologies, even the smaller bimnesscs an sell their pr(>duct> and services in all fifty states 
throng the Internet and through the mad. We at the Tax Foundation iiacic the numerous rates, 
bases, and exemptions that liner out .state sales tax codes. Fiequcni and ambigiiutis alterations of rax 
codes and tlse conhision they ausc are a key somce of the growing tax compliance burden. We have 
several staffen as wdl as computer-based and publication subscriptions dedicated to being up lo date 
and accurate on tlie freqitent changes, but even we have trouble doing ir. It would be extremely 
difficuir for ihosc in businen to do business, no* condua tax |solicy research. 

We now live in a wotid of iPods, telecontniuting, and Amazon.com. It t.s a lesiameni to the Framers 
that their warnings abrmt states' iticeiuives to hinder the national ecuiionty remain true today. Some 
may aigue iliai faster roads -and powcihil computers mean that stares shoiJd now be able to tax 
everything cscxywhcrc. While some constitutional principles suicly must be revisited ro be applied iu 
new Lircumscanccs. the idea that parodvial state intcirscs slimild not be pcnniticd to burden 
interstate commerce remains a timeless principle rcgirdless of how sophistiated technology may 
become. 


AnouT THE Tax Foundation 

Tile Tax Fomidxiiiin n the lufiun's leading iisdef'cisdciu rax p«'ilicy research ••rganiratinn. Since 1937, niu 
principled research, imightfnl analysis, and engaged experts have knft>micd emartcr tax policy at the federal. 
Mate, and l••cal Icvds 

About the center por legal reeorxi at the Tax Foundatiun 

The Tax Ftiundaliun's Center fur Legal Retnrm educates the legal enmmunit) and the general public ahnut 
economics and principled tax policy Our research ciTortv fneus on the scope of taxing .uuhorin'- the 
defiitUKiii Ilf tax. ocmiomic mcidciicc. and taxpayer pmtcctioiu. 
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Mr. Bachus. Mr. Quam. Is that right? Did I get it right? 

Mr. Quam. Quam, yes. 

Mr. Bachus. Quam, I got it right. 

Mr. Quam. Yes. 

TESTIMONY OF DAVID QUAM, DEPUTY DIRECTOR, 
NATIONAL GOVERNORS ASSOCIATION, WASHINGTON, DC 

Mr. Quam. Thank you, Mr. Chairman. Thank you. Member John- 
son. Chairman Goodlatte, good to see you, too. 

Thank you for the opportunity to be here again. I actually pulled 
several of the letters and testimony from previous hearings, and I 
think four times I have appeared before this Committee on this 
particular issue. And it is an issue that keeps coming up, and I 
have sympathy for the stories that have been told. I think anybody 
would. Any governor would. 

At the same time, it is a privilege to be here on behalf of the Na- 
tional Governors Association to say we have to oppose this bill. We 
have to oppose it because it does tread on state sovereignty. It does 
not solve the problem that is being articulated. And at the end of 
the day, it does do harm, and it does harm to states. 

Now, this Congress has the ability under the commerce clause — 
I am not going to dispute that — to work on interstate commerce 
and solve those problems. It does not always mean, though, that 
the Congress has to act. But when it does and when it looks at 
state problems or state taxation, there are a couple of guidelines 
that we use to say when is it appropriate for Congress to get in- 
volved. And the first one is really do no harm. Do no harm to the 
states because, after all, we are talking about state tax laws. And 
a key premise for governors when it comes to state tax laws is that 
decisions regarding state revenue systems should be made in state 
capitals, not Washington, D.C. 

Unfortunately, this bill, which is identical to a bill passed last 
Congress and scored by CBO, would take away about $2 billion in 
the first year in state revenues. The changes in nexus would not 
allow states to collect about $2 billion they collect today. Now, for 
the states that is meaningful because states, unlike the Federal 
Government, have to balance their budgets. And so, $2 billion out- 
of-states is $2 billion that either has to be cut or raised in taxes, 
both which can harm the recession or harm states’ ability to re- 
cover from the recession that they are still dealing with. 

The $2 billion in the first year is merely the starting point. What 
this bill does, because it provides rules of the road to allow for 
greater tax avoidance, means that states will actually lose more 
money in the out years, $2 billion in the first year, growing in 
years thereafter. 

Now, let us say that we could actually make a bill where you do 
no harm. I think everybody would agree, and even states would 
agree with, be clearer. Tax laws should be clearer. It helps with 
state compliance. It helps states enforce their laws. It helps compa- 
nies to comply with those laws. 

Unfortunately, the bill before us and previous iterations is not 
clear. It claims to say that physical presence should be the law of 
the land, yet this is physical presence plus. You can actually be in 
the state for 15 days and do business. You can have multiple peo- 
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pie in the state doing business for 15 days. You are not going to 
be liable under this bill. That is not physical presence. The loop- 
holes and exceptions to the physical presence standard actually cre- 
ate more problems and are not clear for either states or businesses 
at the end of the day. 

In addition, for the companies that are both here and some of the 
small companies that reside in your states, you are actually in- 
creasing the tax burden on them. Why is that? Because some of the 
larger businesses can use the loopholes of this bill to avoid state 
taxation. Those large companies that have the lawyers, that have 
the accountants, that can do the planning, that can shift the prop- 
erty ultimately can create a situation where they do not pay tax. 
There is nowhere income, according to the Congressional Research 
Service that looked at a similar version of this bill 5 or 6 years ago. 

When you take those tax dollars out of a state from some of your 
larger taxpayers, you are increasing the burden on those who can- 
not do that type of tax planning in your own state. And that is 
some of the small- and medium-sized businesses that reside and 
are visibly present. 

Finally, there has to be a respect for state sovereignty. The 10th 
Amendment did mean something, and at the end of the day, the 
ability to control revenue systems is a key tenant of federalism. 
What that ultimately is at the end of the day is a Federal tax cut. 
Federal corporate tax cut, using state tax dollars, changing this 
nexus standard, so actually taking $2 billion away from the states. 

Now, I should mention that NGA actually participated through 
this Committee in talks over the course of several months with in- 
dustry to try to find a clear bright line standard. We had discus- 
sions about the problems that were raised and how they could be 
addressed. States have actually posed a very clear standard, yet 
one that is economic presence. What I would argue is actually the 
law of the land. Businesses at the end of the day could not get past 
wanting a physical presence standard because that allows for the 
type of planning that they want to do. 

We have no problem with clarity. We have actually had no prob- 
lem with finding that bright line rule, but it needs to be done with- 
in the constitutional and context in which we find ourselves, and 
that is, for business income taxes, economic presence is the law of 
the land. And so, from there we start and we take a look at a bill 
like this and say on behalf of the National Governors Association, 
we must oppose this bill. Thank you. 

[The prepared statement of Mr. Quam follows:] 
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Chairman Bachus, Ranking Member Johnson and members of tire Subcommittee, 1 am pleased to 
appear before the subcommittee on behalf of the National Governors Association (NGA) to 
communicate governors' strong opposition to H R. 2992, the "Business Activit; Txv Simplification 
Act of 2013." 

For governors, the core principle Congress should adliere to regarding state taxation is simple: 
decisions about state revenue systems and state taxation should be made by elected officials in the 
states, not the federal government. 

Governors believe federal action should favor the preservation of state sovereignty when legislating 
or regulating activity in the states. Tliis is particularly true when it comes to actions that affect the 
ability of states to manage tbeir revenue systems. Tlie independent ability of states to develop and 
manage these systems is a basic tenet of our federal system. Therefore, the federal government 
should avoid legislation and regulations that would serve to preempt or prohibit, either directly or 
indirectly, sources of state revenues or state taxation methods that are otherwise constitutional. 

Governors oppose H.R. 2992: 

H R. 2992, the "Business Activity Tax Simplification Act of 20 1 3," like its predecessors in earlier 
Congresses, represents an unwarranted federal intrusion into state affairs that would allow 
companies to: avoid and evade state business activity taxes (BAT); increase the ta.x burden on small 
businesses and individuals; alter established constitutional standards for state taxation; and cost 
states billions in existing revenue. 

H.R. 2992 violates core principles of federalism: 

Governors oppose H.R. 2992 because it represents an unnecessary intrusion into the states' 
authority to govern. 

U.S. courts have long recognized the authority of a state to structure its own tax system as a core 
element of state sovereignty. H.R. 2992 would interfere with this basic principle by altering the 
constitutional standard that governs when states may tax companies conducting business within 
their borders. Specifically, the bill would mandate the use of a physical presence standard for 
determining whether an entity can be taxed. This differs from economic presence, such as the 
"doing business" or "earning income" standards used by most states. As discussed below, this 
change would shrink state tax bases by relieving out-of-state businesses of BAT liability while 
allowing larger in-state companies to circumvent tax laws by legalizing questionable tax avoidance 
schemes. These outcomes would effectively constitute a federal corporate tax cut using state tax 
dollars - a decision that, fundamentally, should be left to state elected officials. 

H.R. 2992 would encourage tax evasion and avoidance: 

HR. 2992 promotes avoidance of state taxation. At atime when the federal govemment is closing 
loopholes in the federal tax code, H.R. 2992 would subvert state tax systems by creating 
opportunities for companies to structure corporate affiliates and transactions to avoid paying state 
taxes. 

Tbc bill's physical presence standard would significantly raise the threshold for business income 
taxation in most states and, according to a report by the Congressional Research Servdee (CRS) on 
similar legislation, lead to more "nowhere income." hi fact, CRS noted that legislative exceptions 


2 
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to the supposed physical presence standard, including its massive expansion of P.L. 86-272 to 
services, "would. . . expand the opportunities for tax planning and thus tax avoidance and possible 
evasion." 

If enacted, die physical presence nexus standard of H.R. 2992 would federally codif\ such tax 
practices and grant corporations with the means to restructure dieir businesses with a federal 
pennission slip to aggressively avoid state taxation. Just last year the Senate Homeland Security 
and Government Affairs Committee examined the lengths to which corporations will go avoid 
taxation. Although the focus was on intcmational taxation, the tax plaiming of companies like 
Apple, Google mid Cisco arc emblematic of the tax practices that could be employed by companies 
to avoid state taxation under a physical presence nexus standard. C'Google Joins Apple Avoiding 
Taxes With Stateless Income/’ Bloomberg, May 22, 2013.) A common thread among the strategies 
was die formation of entities in jurisdictions diat do not tax certain activity, followed by a shift of 
income or property' to the entity to avoid taxation. 

H.R. 2992 would harm locally-owned and small businesses: 

H.R. 2992 would favor large, multi-state corporations to the detriment of small businesses and 
individual taxpayers. By raising die jurisdictional stmidard for taxation, H.R. 2992 would 
effectively limit a state's business activity tax base to in-state companies. Out-of-state vendors 
could therefore compete for customers against in-state businesses with the potential advantage of 
inequitable tax responsibilities. 

At the same time, larger in-state companies with the size and means to hire professionals 
specializing in tax avoidance could minimize or eliminate their state business tax liability even 
though they are present in the state. Tliis ability to be physically present yet avoid state taxation 
places a disproportionate tax burden ou smaller, in-state businesses and individual taxpayers. 
Companies willing to compete for customers mid cam revenue in a state should share die 
responsibility of paying for state services that benefit all businesses. 

H.R. 2992 would alter established constitutional standards: 

HR. 2992 would alterthe existing constitutional standard fortaxatiou of business activity'. As noted 
in previous testimony by Bruce Johnson, commissioner for the Utah State Tax Commission: 


"BATSA is often described as "codifying the current physical presence standard” 
for state taxjurisdiction. Despite die many statements to the contraiy , die physical 
presence test has never been the standard for imposing business activ'ity' taxes on 
corporations. The U S. Supreme Court has never held that a physical presence is 
required to meet “substantial nexus” requirement for the imposition of a state 
business activity ta.x. histcad, the Court has focused on requirements that the ta.x 
not discriminate, that income derived from the state be fairly apportioned, and that 
the method used reflect the benefits derived from the state. ^ In the only case, the 
1992 Quill case, where the Supreme Court has used a physical presence test, the 
Court did so in order to be able to require the collection of state sales taxes from 
in-state customers by out-of-state sellers. In Quill the Court specifically said it 
was not establishing such a requirement for other taxes. The BATSA legislation 


"See Complete Auto Transit v. Brady 430 U.S. 274 (1977). 
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would, for tlic first time, prohibit a state from imposing a business activity tax on 
a company doing business in the state unless the company has specifically 
enumerated types of physical presence in the state. 

Further, since Quill, tlie vast majority of state appellate courts tliat have addressed 
the question of whether the physical-presence requirement of Quill applies outside 
of the coutext of sales and use taxes have ruled that it does not. Those court 
decisions include: Geoffrey. Inc. v. .South Carolina Tax Commission. 437 S.E.2d 
13 (S.C. 1993), cert, denied, 1 14 S.Ct. 550 (1993); Comptroller of the Treasury v. 

SYL, Inc. , and Comptroller of the Treasury v. Crown Cork & Seal Co. (Delaware), 

Inc., 825 A.2d 399 (Md. '2003), cert denied, 124 S.Ct. 961 (2003); A&F 
Trademark, etal. v. Tolson, 605 S.E.2d 187 (N.C. Ct. App. 2004), review denied 
(N.C.. 2005), cert, denied, 126 S.Ct. 353 (2005); General Motors Corp. v. City of 
Seattle, 25 p'sd 1022 (Wash. Ct. App. 2001), cert, denied, 122 S.Ct. 1915 (2002); 

Kmart Properties. Inc. v. Taxation and Revenue Depl.,Slo. 21,140 (N.M. Ct. App. 

2001), cert, quashed (N.M., 12/29/05); Lanco. Inc. v. Director, Division of 
Taxation, 908 A.2d 176 (N.J. 2006), cert denied, 127 S.Ct. 2974 (U.S., 6/18/07)'; 
Geoffrey. Inc. v. Oklahoma Tax Commission, 132 P.3d 632 (Okla. Ct. Civ. App., 
12/23/05), review denied (Okla., 3/20/06); Borden Chemieals and Plastics. L.P. v. 
Zehnder, 726 N.E.2d 73 (111. App. Ct. 2000), appeal denied, 73 1 N.E.2d 762 (111. 

2000); Commissioner V. MBNA America Rank, N.A., 640 S.E.2d 226 (W.V. 2006), 
cert denied, FIA Card Services, N.A. v. Tax Commissioner of West Virginia, 127 
S.Ct. 2997 (U.S., 6/18/07); KFC Corp. v. Iowa Dept of Revenue, 792 N.W.2d 308 
(Town 2010) Lamtcc Corporation v. Dept of Revenue of the State of Washington. 

P.3d , 2011 WL 206167 (Wash. 2011). These decisions indicate that the vast 

vveiglit of the case law, from both the U.S. Supreme Court and state appellate 
courts, is that the physical -presence requirement of Quill does not apply outside of 
the context of sales and use taxes.” 

By mandating a phy sical presence standard for establishing nexus, H.R. 2992 would fundamentally 
rewrite the well-established constitutional standard for business activity taxes and call into question 
state business activity tax systems in every' state. 

H.R. 2992 would undermine state revenues: 

H.R. 2992 represents a huge unfunded mandate that will result in the loss of billions of dollars for 
states. In 2011, the Congressional Budget Office estimated that identical legislation would cost 
states - in the fomi of forgone revenues - “about $2 billion in the first full year after enactment and 
at least that amount in subsequent years. “ (Congressional Budget Office Cost Estimate, “H R. 
1439, Business Activity Tax Simplification Act of 2011,” September 13, 2011) 

This shift in rev enue, while beneficial to businesses able to take advantage of the new' standards, is 
harmful to states. Unlike the federal government, states are required to balanee their budgets. 
Consequently, wheu federal action causes states to lose revenues, states must act to replace lost 
funds by either increasing taxes or cutting programs. The economic effects of such actions are pro- 
cyclical in that drey can slow recovery as states are emerging from recession. 


4 
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Mr. Bachus. Thank you. You know, one thing I would say. The 
National Governors Association, you know, you are saying it harms 
the states, this $2 billion. But, you know, the two examples that 
I hear at this end of the table, you have harmed these businesses. 
If the State of Washington, if every state took that approach, you 
would put this man out of business, I would think. I mean, you 
heard the testimony about Maine. If a retailer has an advertise- 
ment or a third party advertising his product, I mean, that is pret- 
ty far-fetched. 

I would think that, you know, 20 years ago states did not try to 
use this type of collection. I mean, I cannot imagine that they did. 
You know, Mr. Vegas visits a state one time, and, I mean, he is 
opened up to all that. 

My main concern with this, and we talk about jobs, jobs, jobs. 
That is America’s number one problem. You know, we talk about 
home ownership is the American Dream, but if you do not have a 
job, you are never going to own a home. You cannot provide for 
your children. 

Small businesses have historically created 70 percent of the jobs 
in this country. They are not doing that anymore. Large businesses 
are getting bigger and bigger, because just as you said, they can 
afford the lawyers. They are either doing a lot of business in those 
states, or they have the lawyers to fight these things. A small busi- 
ness, I am not sure it could even get started today. A small busi- 
ness of 5, 10 employees, if seven generations ago they started ship- 
ping tabasco sauce and they ran into this, it would cost all their 
profits for 1 year in one isolated state. 

I believe that is one reason this sort of thing, whether the states 
feel like they have a right or whatever, this sort of taxing regime 
is going to make it nearly impossible for a small business to be able 
to do business across state lines. I will let you respond to that. 

Mr. Quam. Well, Mr. Chairman, as I said, the facts as they have 
presented here today, I am very sympathetic. I think there is al- 
ways a different side to that story and a different side to the case. 
And without the states actually being here to defend themselves 
and not knowing exactly all the different aspects of the states, I am 
not going to get into those specific 

Mr. Bachus. Well, let us just take the example of Maine. He is 
not in Maine. He does not have employees in Maine or Michigan. 
He has an independent contractor. I mean, physical presence ought 
to be physical presence. I mean, we do have a constitutional right 
to not interfere with interstate commerce. And, I mean, my gosh. 
This has a chilling effect on that. 

Mr. Quam. The physical presence standard that is set up by this 
bill is actually moving backwards when it comes to sort of the 

Mr. Bachus. And any 

Mr. Quam. Rather than interstate commerce where the internet 
has made us borderless, where a small business actually can start 
out of the garage and do business in multiple states, rather than 
finding some of that clarity and find out every business who is 
earning customers in another state, is also, therefore, possibly tak- 
ing customers away from those businesses 

Mr. Bachus. Well, I will tell you. One thing this taxing policy 
may be doing, it may be driving companies to become basically 
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internet companies, I mean, because if they do anything else, if 
they ship a product into a state, they run into this. 

Let me ask you this. You know, we are considering giving the 
state the right to collect sales tax, out-of-state, and that is going 
to be a tremendous boon to the states. To me, that is where the 
emphasis ought to be for the states is pushing that. I mean, I am 
just 

Mr. Quam. Marketplace fairness and passage of marketplace 
fairness is our number one priority. 

Mr. Bachus. Yes, and I think it should be. And I have been on 
your side of that issue for some time. 

Mr. Quam. Yes, sir. 

Mr. Bachus. Not everybody on this Committee is. 

Mr. Quam. We are working on it. 

Mr. Bachus. But these are, I mean, nightmare scenarios. 

Mr. Quam. Mr. Chairman, I am going to go back to what I said 
before. Marketplace fairness where states are simplifying their tax 
laws in order to recognize the 21st century borderless economy and 
to make sales taxes fair so you do not have winners or losers in 
business, the economic presence standard in business activity tax 
is similar. It is borderless. It is about you are doing business in an- 
other state and earning customers. 

Now, again, I have sympathy for the two cases that were brought 
up here today. I do not know the factors and I do not know the 
state side. However, to take this one back to a physical presence 
standard, which is really a 1950’s construct where you have to do 
business with a handshake versus today, and then support market- 
place fairness, which is moving in the other direction. I think in- 
stead what we need to be doing is creating certainty and clarity 
and not picking winners and losers. 

Mr. Bachus. Well, and let me say this. You know, this is, I 
think, the Chairman’s bill. 

Mr. Quam. Yes. 

Mr. Bachus. I believe in it. I am a strong supporter. But, you 
know, you are invited. I mean, you have an open door to come to 
our staff and say I think this is a problem. 

Mr. Quam. That is exactly why, and some Members of this Com- 
mittee know this, why we did come up and we tried to talk about 
let us create certainty, but let us create certainty that also works 
for the states and matches the 21st century economy. Unfortu- 
nately, we did not get there. Certainty is not a problem that we 
have. We are willing to always have those discussions. 

Mr. Bachus. Thank you. 

Mr. Quam. But those two have to go together. Thank you. 

Mr. Bachus. Thank you. Mr. Johnson is recognized. 

Mr. Johnson. Thank you, Mr. Chairman. 

Mr. Bachus. The representative from Washington state showed 
up. [Laughter.] 

Mr. Johnson. Just in time. 

Mr. Bachus. You would not believe what your state is doing. 
[Laughter.] 

Mr. Johnson. Well, I will tell you, all states do not have a busi- 
ness activity tax, do they, Mr. Henchman? 

Mr. Henchman. Three states do not. 
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Mr. Johnson. Three states do not. And we would not want to 
force those states to adopt one, I do not think, at this time. So we 
want the states to have some freedom. Clearly the commerce clause 
gives the Federal Government 

Mr. Henchman. Right, and this hill, like the bill you sponsored, 
the Mobile Workforce, in a similar way, they are floors. So states 
can be more generous in the protections they provide. They cannot 
have a tax if they choose, but so long as it does not go below what 
the Federal Government prescribes. 

Mr. Johnson. Those that do have a business activity tax, though, 
it seems like there should be some uniformity in there so that there 
will not be 47 different schemes that have to be adhered to by to- 
day’s modern business. That is just an untenable position to be in. 
But you would disagree with that, Mr. Quam? 

Mr. Quam. I would say the tenets of federalism allow us to have 
a system of 50 different state laws where state lawmakers get to 
make the choices and in this particular area of what it means for 
nexus. That being said, groups and states, including the Multistate 
Tax Commission, have come up with some uniformity under an eco- 
nomic presence standard that would be very clear that every state 
could use. 

Unfortunately a lot of businesses have pushed back against that, 
have pushed back against efforts to try to find this clarity and this 
middle ground, something that does not do harm to states as far 
as existing revenues, but would create clarity. And so, it is very dif- 
ficult to find that middle ground when you say, everybody is dif- 
ferent, so one standard is going to preempt everybody, allow us to 
do tax planning to actually avoid taxation. It is going to cost states 
$2 billion from what they collect today, and that is a better solution 
than something that does not harm to states. The states have im- 
parted that solution, and create some real clarity. But it is not 
going to present that opportunity for that type of tax avoidance. 

So again, I think there is a ground here that has to be covered, 
but because of the 10th Amendment and federalism, have to tread 
very carefully when we are talking about state tax systems, be- 
cause the ability to control those tax systems at the end of the day 
is a core of what state sovereignty means. And so, when you move 
into that realm, we have got to be very careful that we do not use 
blunt instruments. This bill, even for physical presence states, will 
preempt every nexus standard in every state. 

Mr. Johnson. What is it specifically that you would recommend 
to get at this problem? And certainly it is a problem. 

Mr. Quam. I think the first place to start is you can look at the 
MTC’s formula for nexus? 

Mr. Johnson. MTVs? 

Mr. Quam. MTC. 

Mr. Johnson. MTC. 

Mr. Quam. Multistate Tax Commission. 

Mr. Johnson. Okay. 

Mr. Quam. Came up with, again, a model for states that states 
could adopt. 

Mr. Johnson. What is it called? 

Mr. Quam. Multistate Tax Commission. 
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Mr. Johnson. The Multistate Tax Commission has come up with 
a business activity tax model that can be 

Mr. Quam. a nexus, uh-uh. It is a place to start. It is a place 
where both the states and the businesses can come together and 
talk about — if the constitutional standard today is economic pres- 
ence, and that is what it is, then let us start from that construct. 
Let us create the certainty we need. States have entered those con- 
versations before and would be willing to do it. But until that time, 
for this Committee to go to a solution that instead is going to cre- 
ate tax avoidance and preempt all states with a more blunt instru- 
ment, governors cannot support that at the end of the day. It vio- 
lates that do no harm principle and violates the sense of do not un- 
necessarily preempt, do not take a step more than you have to 
when it comes to state tax laws. 

Mr. Johnson. Mr. Henchmen, does that sound reasonable to 
you? 

Mr. Henchman. I am sure what the gentleman’s basis is for say- 
ing economic presence is the law of the land. The Supreme Court 
has never ruled that. Congress has certainly never legislated that. 
If anything, it has been the other way. Physical presence has been 
the standard since the Constitution. 

So let me just explain why economic presence would be a prob- 
lem using the examples of the two people you had here. So Mr. 
Vegas makes a product that goes into french fries from his two fa- 
cilities in Arkansas, and those are where all of his employees are, 
where their kids are going to school, where they see doctors, where 
they use police and fire services. That is where they are paying 
taxes, and that is where the services are being received. 

Under economic presence, what would matter is where his prod- 
ucts were sold, so anywhere where french fries are, which I imag- 
ine is all 50 states and every country in the world. So somebody 
in East Timor buys a french fry, that means he has got to fill out 
a corporate tax return for East Timor? 

I mean, in the end what that does is it turns the corporate in- 
come tax into a sales tax because you are now measuring it all by 
sales. And, you know, states have sales taxes and they can charge 
sales taxes for that kind of stuff. What we are talking about are 
business activity taxes, and those should be premised on the loca- 
tion of property and employees of the business. 

Mr. Johnson. Mr. Vegas, do you mean to tell me. I’m 59 years 
old, and I have always had confidence and been self-assured about 
every french fry that I have ever eaten, that it was potato based. 
And now you are telling that it is rice based? [Laughter.] 

Mr. Vegas. Almost all but one chain has some rice in it. 

Mr. Johnson. My goodness. 

Mr. Bachus. Rice is very good for you. [Laughter.] 

Mr. Vegas. Since you opened me up, can I just mention one 
thing that people seem to be confused about? 

Mr. Johnson. Okay. 

Mr. Vegas. Business and occupation tax 

Mr. Johnson. Well, I thought you were going to talk about 
french fries. I am real confused about that, but go ahead, sir. 
[Laughter.] 
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Mr. Vegas. Let me say this because I think it is important, and 
a lot of people do not get it. Business and occupational tax is an 
additional tax, okay? If you go back to the old standards, which 
still apply in a lot of states. For example, I have facilities in Arkan- 
sas. Arkansas has a 7 percent income tax. So if half my business 
is in Arkansas, they get 7 percent of half of my income. But that 
does not kill me because I pay taxes in California that are actually 
higher, 13 percent, so they deduct it. So when you are dealing with 
income taxes, the highest tax you can pay is whatever the highest 
state you are dealing with, which is about 13 percent of this coun- 
try when you get into New Jersey and California. 

These business and occupational taxes are in addition. Okay. 
They do not get deducted from my income tax. It is a new tax, so 
they are just adding onto what we are already paying. 

Mr. Bachus. Thank you, Mr. Johnson. 

Mr. Johnson. Thank you. 

Mr. Bachus. I would let Mr. Marino and then I will let the 
gentlelady from Washington who has come in to put out a fire here. 

Mr. Johnson. Well, if I might, Mr. Chairman, just to say that 
my mind is all messed up now, Mr. Vegas. [Laughter.] 

Mr. Bachus. Thank you. Mr. Marino? 

Mr. Marino. I am sorry for being late. I have three full Com- 
mittee hearings today and six Subcommittee hearings, and I am 
trying to at least touch base with each one. I am not going to ask 
any questions because I did not hear what was going on, and I am 
sure it would be repetitive to a certain extent. I just want to thank 
you for being here. 

And with that said, this talk about french fries, I have not eaten 
all day, so I do not care if it has rice in it or not. I will eat the 
french fries if you get them to me. Thank you. [Laughter.] 

Mr. Bachus. Yielded back your time? 

Mr. Marino. Yes. 

Mr. Bachus. Ms. DelBene? 

Ms. DelBene. Good job. So you are getting it now. 

Mr. Bachus. Yes. 

Ms. DelBene. He has been practicing pronouncing my name. 
Thanks to all of you for being here today. I will be quick because 
I know they called votes. 

Mr. Quam, when we look at the economic environment today, we 
have millions of U.S. customers who are buying things online. I as- 
sume you have bought things on line as well. 

Mr. Quam. Absolutely. 

Ms. DelBene. And the Census Bureau at the Department of 
Commerce announced just last week that total e-commerce sales 
for 2013 were estimated to have increased almost 17 percent from 
2012 to the tune of about $263 billion in 2013. And this obviously 
has had huge opportunity and created innovation, and economic 
growth, and jobs. But it has also just changed the way folks do 
business across our country. 

And now that we have that, we know that we need to have tax 
policies that are user friendly, that are workable, that provide clar- 
ity, that everyone has talked about here, clarity and certainty to 
businesses and individuals. And I definitely support that. But I 
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also think it is important that we look at the way our economy 
works today and figure out solutions that are up to date. 

Given that there is major economic activity that is going across 
state herders, and many cases, for example, on the internet with 
limited physical presence, we need to take a close look at the phys- 
ical presence standard and whether this proposal might have unin- 
tended consequences. I think you have talked about that. 

But, you know, the Supreme Court had their decision. Quill. It 
is over 20 years old now. And although it has come up in the con- 
text of this business activity tax bill, the case was actually about 
sales tax originally. What have been the consequences of that deci- 
sion on states, especially given now that we have the internet and 
a slightly different economy than when that decision was made? 
And what steps would you like to see Congress take on this issue, 
if any? 

Mr. Quam. I very much appreciate the question. Yes, I have 
bought things recently on the internet, as have my sons, as have 
profitably most everybody here. And the internet has been such a 
boom to the economy. You talked about growth numbers at 17 per- 
cent. Coming out of the last 5 years, what other sector can you pos- 
sibly say that about other than the internet? 

Now, interestingly enough, because of the Quill decision and that 
physical presence standard, we have an uneven playing field when 
it comes to sales tax and sales tax collection. And the Marketplace 
Fairness Act, which is supposed to talk about what can states do 
to simplify their sales taxes, to ease compliance, but require collec- 
tion, so that folks doing business both online or on Main Street are 
on the same footing with regard to those sales, is a critical question 
of fairness. And right now, that playing field is unlevel. 

And so, one of the top priorities for the National Governors Asso- 
ciation is the Marketplace Fairness Act and addressing that ques- 
tion of the inequity caused by a physical presence standard in the 
sales tax realm. The Marketplace Fairness Act would create cer- 
tainty. It would create fairness. It would simplify and the states 
would simplify their taxes in return for that authority to require 
that collection. 

States today cannot collect about $23 billion in sales tax because 
of the Quill decision. States came together with the business indus- 
try — I think this is really critical — to address that problem and say 
what simplifications are needed. The Streamline Sales Tax Agree- 
ment is the collective efforts of business and states to solving the 
national problem and say how do we do this together. And at the 
end of the day, that is also good for consumers. It is good for con- 
sumers because they see competition and they have competition, 
but also protects the Main Street retailer who is hiring the part- 
time worker. It becomes about jobs. It also becomes about fairness 
in that economy. 

So the physical presence standard created that inequity. Finding 
a way to, in a borderless economy, just recognize the right of states 
to control their own revenue systems, recognize our Federal system 
when it comes to state taxation, but also find a way to recognize 
that borderless economy, the internet economy, and create fairness 
so there is competition in that marketplace. I think that should be 
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the focus of this Committee and its top priority. My fear is that 
this bill goes in the opposite direction. 

Ms. DelBene. Thank you. Since we are running out of time here, 
Mr. Chair, I would like to ask for unanimous consent to enter into 
the record a statement from the Federation of Tax Administrators. 

Mr. Bachus. Without objection. 

[The information referred to follows:] 
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STATEMENT OF THE 

FEDERATION OF TAX ADMINISTRATORS 

ON 

H.R. 2992 - THE BUSINESS ACTIVrrY TAX SIMPLIFICATION ACT OF 2013 

TO THE 

SUBCOMMITTEE ON REGULATORY REFORM, COMMERCIAL AND 
ANTITRUST LAW 

OF THE 

U.S. HOUSE OF REPRESENTATIVES, JUDUCIARY COMMITTEE 


FEBRUARY 26, 2014 


FTA is an association of the tax administration agencies in each of the 50 states, the 
District of Columbia, New York City and the City of Philadelphia. FTA strongly opposes 
H.R. 2992 because the bill would: 

• Result in very significant revenue losses for the states at a time states can least 
afford to see their revenues shrink; 

• Reverse years of judicial precedent that are the basis for state taxation; and 

• Create tax-planning opportunities for large businesses to eliminate state taxation 
of revenues earned in a state, by substantially narrowing states’ authority to tax 
entities operating in the state. 

In addition, the proponents of the bill have failed to demonstrate a need or a plausible 
purpose for the legislation. 
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What is the effect of BATSA on state revenues? 

Note: These figures below have not been updated for the 2013 version of the bili. The 
Congressional Budget Office (CBO) estimated in 2005 that the predecessors of the 
current BATSA bill, which imposed fewer restrictions on states” taxing authority, would 
result in a $3 billion aimual revenue loss, the largest unfunded mandate CBO has ever 
measured. In 2005 the National Governors Association estimated an annual range of lost 
state tax revenues from $4.7 billion to $8 billion, with a best single estimate of $6.6 
billion. In 201 1, the CBO estimated that the a prior version of the BATSA bill, H.R. 

1 439, would cost states $2 billion in the first full year and “at least that amount in 
subsequent years.” 


The revenue loss estimates have been updated and are continuing to be updated. The 
infonnation available to date continues to indicate tliat the very substantial revenue losses 
estimated in 2005 will result if the current legislation is enacted into law. 

Eight states have reported revenue loss estimates for 2010 based on the last version of 
this Act introduced in 2009. Due to the uncertainty of the actual revenue impact on their 
state, four of the responding states have provided estimates of the minimum impact and 
the maximum impact as well as their “best” estimate of the impact of the Act. The ranges 
of the annual revenue loss of the states are as follows: 


Estimated Revenue Loss From Prior H.R. 5267 

Fiscal Year 2010 

Responding States 

Minimom Impact 

Best Estimate 

Maximum Impact 


(mOlions) 

California 

$45.0 

$45.0 

$45.0 

Idaho 

20.0 

20.0 

20.0 

Illinois 

90.0 

100.0 

110.0 

Kansas 

43.3 

43.3 

43.3 

Minnesota 

60.0 

66.0 

73.0 

New Jersey 

366.4 

366.4 

366.4 

New York 

589.8 

613.4 

766.8 

Oregon 

65.8 

163.4 

263.4 


In addition, the revenue loss over time appears to repeat the pattern of a rapid increase as 
businesses take advantage of the BATSA tax planning techniques. Two of these eight 
states, California and New Jersey, have been able to estimate the revenue loss through 


2013. 


Fiscal 

Year 

California 

New Jersey 


(millions) 

2011 

$135.0 

$459.5 

2012 

339.0 

559.1 

2013 

614.0 

665.7 
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How do states tax businesses now? 

States levy various forms of business activity taxes today. The most common is 
the corporation net income tax imposed in 44 states and D.C. These taxes are similar to 
federal income tax, but the rates imposed are much lower than federal, with fop marginal 
rates currently ranging from 3-12%.’ Other types of business activity taxes that vrould 
presumably be affected by the bill include the Wasliington State Business and Occupation 
Tax, Ohio Commercial Activity Tax, Michigan Business Tax and Texas “Margin Tax.” 
which are general business taxes levied on gross receipts (or a variant thereof) sourced to 
a state, as well as the New Hampshire Business Enterprise Tax (a value added tax).^ 

Current law requires a state to establish tliat a business has a sufficient comiection 
with the state before it may exercise its jurisdiction to impose a business activity fax. The 
state’s tax must bear a relation to the level of activity of the business in the state,’ The 
U.S. Supreme Court has held that a company meets the jurisdictional standard of 
sufScient contacts (“substantial nexus” in the words of the Court) if it is “doing business” 
in the state or otherwise engaged in “establishing and maintaining a market” in the state. 

It has also held that the tax is fairly related to the level of activity in the state if the 
multistate income of the company is apportioned among states in which the business is 
operating in a fashion that reasonably reflects the taxpayea ’s activity in the state. 

Once jurisdiction to lax is established, state corporate income taxes generally 
operate as follows. The state tax base is federal taxable income of the taxpayer in all 
states, plus and minus certain modifications (e.g., to exclude certain income that states 
may not constitutionally tax). Tlie income from activities in all states is then 
“apportioned” or divided among the states in which the company operates according to a 
formula that tjsually compares the corporation’s payroll, property and sales (the factors) 
in the state with the company’s payroll, property and soles “everywhere” or in all states.'* 


’ “State Corporate Income Tax Rates 2000-20IS, State Corporate Income Tax Rates, 2011 ”Tae 
Tax Foundation, http://taxfouiidation.org/article/state-corporate-income-tax-rates-2000-2013, 
March 22, 2013. 

’ BATSA defines a business activity tax as (1) a “a net income lax” defined as the term is used in 
P.1,. 86-272, as weU as “Other Business Activity Tax - (A) IN GENF.RAI, - The term ‘other 
business activity tax means any tax in tiie nature of a net income tax or tax measured by the 
amount of, or economic results of, business or related actiinty conducted in a state.” Other taxes 
that would fall under the bill include the ihmchise/capital stock taxes levied in a number of states, 
the Delaware gross receipts tax, and certain other “doing business” taxes. These are of lesser 
importance from a revenue standpoint than the corporate income tax and other taxes enumerated 
above. 

’See Complete Auto Transit v. Brady 430 U.S. 274 (1977). This case sets out two other tests for state taxes 
that do not come into play in the context of BATSA. 

'' Gross receipts taxes arc subject to the same “substantial nexus” requirement as corporate income taxes, 
but they are not apportioned according to a formula. Instead, the various trairsactions to which the tax is 
appUed are “sourced” to a single jurisdiction according to certain niles, and that determines which .state has 
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Once the income attributable to an individual state is detemiined, the state’s rates, credits 
and other adjustments are applied to determine the final tax ow'ed. 

What is being proposed? 

BATS A would greatly curtail the instate business activity that a state can fax, 
primarily in two ways: (1) it significantly narrows state taxing jurisdiction by requiring 
that an entity must have one or more of certain specifically enumerated types of physical 
presence in a state before tliaf state could impose a business activity tax on the entity;^ 
and (2) it expands the reach and coverage of Public Law 86-272, a 1959 law intended to 
provide temporary restrictions on the ability of states to levy net income taxes on certain 
multistate businesses. This version also interferes with the recognized ability of states to 
calculate income derived from the state where the income is attributable to members of a 
unitary business group. The combination of the changes would establish a new 
framework in federal law that reverses current law. The new federal framework would 
allow large, multi-state businesses to engage in tax structuring and planning that would 
enable them to avoid a significant part, if not all, of their state tax liabilities. 

How docs BATSA affect current law regarding the states’ jurisdiction to tax 
businesses operating in the state? 

BATSA is often described as “codifying the current physical presence standard” 
for state tax jurisdiction. Despite the many statements to the contrary, the physical 
presence test has never been the standard for imposing business activity taxes on 
corporations. The U.S. Supreme Court has never held that a physical presence is required 
to meet “substantial nexus” requirement for the imposition of a state business activity tax. 
Instead, the Court has focused on requirements that the tax not discriminate, that income 
derived from the state be fairly apportioned, and that the method used reflect the benefits 
derived from the state.* In the only case, the 1992 Qiull case, where the Supreme Court 
has used a physical presence test, tlie Court did so in order to be able to require tlie 
collection of state shies taxes from in-state customers by out-of-state sellers. In Quill, the 
Court specifically said it was not establishing such a requirement for other taxes. The 
BATSA legislation would, for the first time, prohibit a state from imposing a business 
activity tax on a company doing business in the state unless the company has specifically 
enumerated types of physical presence in the state. 

Further, since Quill, the vast majority of state appellate courts that have addressed 
the question of whether the physical-presence requirement of Quill applies outside of the 
context of sales and use taxes have ruled that it does not. Those court decisions include: 
Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert. 


the right to tax the transaction, provided the jurisdictional standard is met. Gross receipts and other non-net 
income taxes are specifically not subject to P.L. 86^272 today. 

^ It accomplishes this by first establishing a physical presence requirement and then expandii^ the list of 
activities “protected” (i.e., to be disregarded in determining whether a company has a substantial nexus 
with the state) under P.L. 86-272, 

^ ^ See Complste Auto Transit v. Brady 430 U.S. 274 (1977). 
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denied, 114 S.Ct. 550 (1993); Comptroller of the Treasury v. SYL, Inc., and Comptroller 
of the Treasury v. Crown Cork cfe Seat Co. (Delaware), Inc., 825 A.2d 399 (Md. 2003), 
cert, denied, 124 S.Ct. 961 (2003)-, A&F Trademark, el al. v. Tolson, 605 S.E.2d 187 
(N.C. Ct. App. 2004), review denied (N.C., 2005), cert, denied, 126 S.Ct. 353 (2005); 
General Motors Corp. v. City of Seattle, 25 P.3d 1022 (Wash. Ct. App. 2001), cert, 
denied, 122 S.Ct. 1915 (2002)', Kmart Properties, Inc. v. Taxation and Revenue Dept., 

No. 21,140 (N.M. Ct. App. 2001), cert, quashed (N.M., 12/29/05); Lanco, Inc. v. 
Director, Division of Taxation, 908 A.2d 176 (N.J. 2006), cert, denied, 127 S.Ct. 2974 
(U.S., 6/18/07); Geoffrey, Inc. v. Oklahoma Tax Commission, 132 P.3d 632 (Okla. Ct. 
Civ. App., 12/23/05), review denied (Okla., 3/20/06); Borden Chemicals and Plastics, 
L.P. V. Zehnder, 726 N.E.2d 73 (111. App. Ct. 2000), appeal denied, 73 1 N.E.2d 762 (111. 
2000); Commissioner v. MBNA America Bank, N.A., 640 S.E.2d 226 (W.V. 2006), cert, 
denied', FIA Card Services, N.A. v. Tax Commissioner of West Virginia, 127 S.Ct. 2997 
(U.S., 6/18/07); iJ/EC Corp. v. Iowa Dept of Revenue, 792N.W.2d 308 (Iowa 2010); 

Lamtec Corporation v. Dept of Revenue of the State of Washington, P.3d ,2011 

WL 206167 (Wash. 2011). These decisions indicate that the vast weight of the case law, 
from both the U.S. Supreme Court and state appellate courts, is that the physical-presence 
requirement of Quill does not apply outside of the context of sales and use taxes. ' 

BATSA would also negate U.S. Supreme Court decisions that found a company 
meets the “substantial nexus” requirement by wrtue of activities performed on its behalf 


^ A few states’ appellate courts have gone the other way: Gillette Co. v. Dept of Treasury, 497 
N.W.2d 595 (Mich. Ct. App. 1993) (ruling that P.L. 86-272 did not apply to the single business 
tax, but rather, the proper test was that of Quill); Rylander, et al. v. Bandag Licensing Corp., 18 
S.W.Sd 296 (Tex. Ct. App. 2000), review denied (Tex., 2001); Acme Royalty Co. and Brick 
Investment Co. v. Director of Revenue, and Gore Enterprise Holdings, Inc. v. Director of 
Revenue, 96 S.W.3d 72 (Mo. 2002); and J.C. Penney National Bank v. Johnson, 19 S.W,3d 831 
(Tenn. Cl. App. 1999), appeal denied (Term. 2000), cert, denied, 121 S.Ct. 305 (U.S. 2000). The 
latter two matters, however, each had a peculiar twist with regard to the nexus issue. In Acme 
Royalty Co. and Gore Enterprise Holdings, the Missouri Administrative Hearing Commission 
had determined that the physical-presence requirement of Quid did not apply in an income tax 
case, and ruled that the income of entities holding trademarks licensed for use in Missouri was 
subject to the state’s income tax. The state Supreme Court then reversed those decisions with an 
opinion that did not use the word “nexus” or mention any constitutional issue, instead deciding 
the case on the basis of the state statute. And, in Tennessee, the Court of Appeals later reversed a 
decision that was based on the J.C. Penney decision’s determination regarding Quill, and 
indicated that it did not rule in J.C. Penney that nexus could only be supplied by the physical 
presence of the taxpayer, statii®, “Perhaps it would have been more accurate to say that the 
Supreme Court had rejected state taxes on interstate commerce where no activities had been 
carried on in the taxing state on the taxpayer's behalf” The court stated, “We know that a 
substantial nexus may be established by activities carried on witliin the state by affiliates and 
independent contractors. [Citing Tyler Pipe Industries v. Washington, 107 S.Ct. 281 (1987), and 
Scripto V. Carson, SO S.Q, 619 (I960)]. In fact, the only situation where we know that a 
substantial nexus does not exist is where the only contact with the state is by the Internet, mail 
and common carriers [Quill, Bellas Hess]. Where, on the other hand, activities are “being 
conducted in the taxing state that substantially contribute to the taxpayer's ability to maintain 
operations in the taxing state,’ a substantial nexus does exist.” America Online, Inc. v. Johnson, 
No. M2001 -Of)927-COA-R3-CV (Tenn. Ct. App. 2002). 
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by Olliers. Specifically, tlie Court’s 1 987 decision in Tyler Pipe Industries, Inc. v. 
Washington State Dept of Revenue would be reversed, Tn Tyler Pipe, the Supreme Court 
upheld the imposition of Washington's business and occupation tax based on the use of 
an in-state sales representative, characterized as an independent contractor, to establish 
and maintain a market in the .state, B ATSA provides that using the services of a 
representative to establish or maintahi a market in a state would constitute a sufficient 
physical presence oidy if such representative were an “agent” of the entity and only “if 
such agent does not perform business services in the State for any other person. ...” 
BATS A effectively knocks the legs out from under Tyler Pipe by allowing a company to 
avoid taxation in a state simply by using someone else to do its work in the state, as long 
as that contractor performs services for at least one other entity. The contractor may, in 
fact, be a wholly owned subsidiary of the taxpayer, so long as it performs work for 
someone else. 

Finally, the bill expands the reach of Public Law 86-272 - which now prohibits 
states from imposing a net income tax on an entity whose only contact with the state 
consists of the solicitation of sales of tangible personal property - to include ail business 
activity taxes (gross receipts, value added, franchise, etc.,) and to broaden the scope of 
protected activities to include all sales, including sales of other ttian tangible personal 
property, such as intangible property and services. It also extends the list of activities 
excluded from state tax jurisdiction under P.L. 86-272 to include the “coverage of events 
or other gathering of information” in tire state if the information is used or disseminated 
firom a point outside the state and activities directly related to the actual or potential 
purchase of goods and services in the state, if the purchase is approved outside the state. 

Creating a heretofore non-existent phy.sical presence standard and expanding the 
reach of P.L. 86-272 represent a substantial narrowing of state jurisdiction to tax entities 
operating in the state. 

How will BATSA create tax planning opportunities for large businesses? 

There are several features of BATSA that will be used by multistate entities to 
structure and plan their operations and transactions to avoid state tax liability. These 
features include requiring certain types of physical presence in the .state, prohibiting 
consideration of the activities of contractors in the state, and expanding the scope of 
activities excluded under P.L. 86-272. These provisions have particularly insidious 
eftect.s when coupled with certain existing state laws such as single sales factor 
apportionment, w'hich distributes income to the state based on the percentage of sales in 
that state compared to the company’s sales in all states.* 


* Traditionally, states assigned equal weight to each of the three apportionment factors - property, 
payroll and sales. At the present time, 12 states employ (or allow on an optional basis) a single 
factor (sales) formula (i.e., sales are apportioned among the. states based solely on the proportion 
of a company’s sales in the state), 25 states employ a fommla that has tliree factors but super- 
weight the sales factor, and 9 states use the traditional equally-weighted three factor formula. 
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Together, these provisions provide a road map that a multi-state company can use 
to structure its business operations so as to avoid any state business activity tax liability. 
That is, to the extent that a company can insure that its activities within a state are 
performed by someone else, do not step over the physical presence boundaries of BATSA 
or exceed the scope of protected activities under the expanded P.L. 86-272, a company 
can eliminate or reduce its tax habihty in that state. A company can avoid tax in a single 
sales factor state by locating its physical assets in that state, but making sales into the 
state through another company. 

By establishing the tax planning opportunities so clearly in federal law, BATSA 
may effectively require a company to begin engaging in certain planning activities, that 
its managers currently consider too risky or inappropriate, out of a fiduciary duty to 
shareholders. Here are several specific examples of avoidance opportunities that BATSA 
condones. 

Examples of the manner in which this can be accomplished are presented below. 


What arc examples of BATSA tax planning techniques large companies will use? 

No Physical Presence Business Operations. Larger businesses in certain 
industries are particularly well suited to conducting business in high volumes in a state 
without having physical presence as required under BATSA. As a result, they will be 
able to avoid state taxation if BATSA is enacted. Every service a bank offers - including 
savings accounts, loans, and investment services - can be offered while still having 
limited physical presence in a state. Under BATSA, large banks will be able to add to 
their economies of scale advantages, relative to local banks, by operating tax-free in 
many states even if they do hundreds of millions of dollars of business in those states. In 
fact, it is precisely this type of financial services operation (credit card issuance and 
servicing) that was carried on without a physical presence in the state and that was found 
to constitute a sufficient nexus in th& MBNA case in West Virginia.^ BATSA would 
overturn that case and similar statutes in several other states that apply an economic 
presence test to the instate activities of financial institutions. 

Intangible Holding Company. A strategy used by a number major retailers is to 
create a holding company that is a wholly owned subsidiary to own the intangibles 
(patents, trademarks, service marks, etc.) of the retailer. Those intangibles are then 
licensed back to tlie retail entity, and each retail store is then required to pay a license fee 
(often just about equivalent to the profit earned by the store) to the intangible holding 
company. The holding company subsidiary is customarily located in a state that does not 
tax income fi'om the licensing of intangibles. The retail stores take a deduction as a 
current expense for the licensing fee paid to the holding company. This transaction has 
the effect of shifting income from the state where it is earned (i.e., where the stores are) 


^ See Tax Comm'r of the State of West Virginia v. MBNA America Bank, N.A., 640 S.E.2d 226 
(W.V. 2006), cert, denied, FIA Card Services, N.A. v. Tax Commissioner of West Virginia, 127 
S.Ct. 2997 (U.S., 6/18/07). 
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to a state where the income is not taxable — even though the holding company and the 
retail stores are all part of one corporate gronp and the holding company commonly has 
little in the way of actual operations. 

While this was done extensively in the past, a number of states have issued 
assessments against such holding companies that have been affirmed by the courts.”'® 
Consequently, this type of aggressive tax planning has been substantially reduced. If 
BATS A becomes law, a state would be prohibited from taxing the holding company to 
which the income was shifted because the holding company would not have any of the 
bill’s specifically enumerated types of physical presence in the state. BATSA would 
prevent states where the retail stores are located frorn taxing the holding company even 
though file income came ifom the retail operations in that state. Tlie physical presence 
rule in BATSA would likely result in many more companies using an intangible holding 
company structure to try to minimize their taxes because of the fiduciary duty they owe 
to their shareholders. 

In-state retailer's (or other companies using this same strategy) can further reduce 
their state tax liabilities by borrowing back the funds paid to the holding company. The 
interest on the loans will also he deductible from income earned in the state. The loans to 
in-state companies can be made out of payments for the use of the holding company’s 
intangible assets made by the same in-.state subsidiaries. Loans with deductible interest 
pajTnents also could be made to other subsidiaries of the parent corporation. This, in 
effect, is a double blow to the states ft'om aggressive tax planning under BATSA. 

Using a Contractor. Another simple tax avoidance strategy under a BATSA 
regime involves the use of contractors in a state to perform activities necessary for a 
seller to maintain a market in the state. Assume, for example, an out-of-state retailer of 
computers or other electronic devices markets its products into a state via the Internet, 
sales people operating within the confines of P.L. 86-272, and other direct sales methods. 
Also assmne that the sale of computers and electronic devices includes warranty contracts 
and that the out-of-state retailer sets up a separate affiliated entity (independent 
contractor) to provide the warranty service to its cu.stomer.s that it would otherwise have 
to provide. Assume further that tire independent contractor affihate provides similar 
services to other out-of-state retailers, all of which could be affiliates of one another. 
Under BATSA, the out-of-state retailer would not be subject to a business activity tax in 


Tliose cases are numerous and include, but are not limited to: Tax Comm'r of the State of West 
Virginia v, MBNA America Bank. N,A,. 640 S.E.2d 226 (W.V. 2006), cert, denied, FIA Card 
Services, N.A. v. Tax Commissioner of West Virginia, \21 S.Ct. 2997 (U.S., 6/18/07) (franchise 
and corporate net income taxes): Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 
(S.C. 1 993), cert, denied, 114 S.Ct. 550 (1993) (income tax); Comptroller of the Treasury v. SYL, 
Inc., and Comptroller of the Treasury v. Crown Cork cfe Seal Co. (Delaware), Inc., 825 A.2d 399 
(Md. 2003), cert, denied (U.S., 2003) (income tax); General Motors Corp. v. City of Seattle, 25 
P.3d 1022 (Wash. Ct. App. 2001), cert, denied, 122 S.Q. 1915 (2002) (business and occupation 
tax); Kmart Properties, Inc. v. Taxation and Revenue Dept., No. 21,140 (N.M. Ct. App. 2001), 
appeal pending (income tax); and, Borden Chemicals and Plastics, L.P. v. Zehnder, 726 N.E.2d 
73 (111. App. Ct. 2000), appeal denied, 731 N.E.2d 762 (111. 2000) (replacement income tax). 
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the state into whieh it sold the computers because the activities of the affiliate contractor, 
though essential to sale of the computers and performed on behalf of the seller, could not 
be attributed to the seller. 

What is wrong with the justifications of BATSA by its proponents? 

Assertion: States use abusive tactics in collecting taxes by seizing goods in 
transit and claiming that transporting goods through a state is doing business in a state. 

Response: The most common complaint we have encountered comes &om large 
corporations that are not in compliance with state laws. These large multi-state 
corporations fail to pay business activity taxes, resulting in liabilities. When their 
property is identified in a state, the state institutes a jeopardy assessment. The object of 
the jeopardy assessment can be merchandise in transit. The property is seized to satisfy a 
pre-existing tax liability. It is not the transit of the merchandise in a state that creates the 
tax liability or the jurisdiction to subject the company to a state’s business activity tax. 
Rather the merchandise is being seized to satisfy a tax liability, that the taxpayer is not 
willing to pay, for conducting business in the state in a manner that satisfies the 
substantial nexus standard for taxation required by the U.S. Supreme Court. 

State and federal authorities use the jeopardy assessment procedure as a last 
recourse. States use a variety of means to generate voluntary compliance with their tax 
laws, such as tax amnesties and jeopardy assessment suspensions when industry groups 
cooperate to encourage voluntary compliance. It is only when there is no other option to 
collect a tax liability and the property is likely to leave the state that a jeopardy 
assessment is used. The jeopardy assessment also is subject to the appeal rights that the 
taxpayer otherwise has. 

Assertion: The hill is necessary to establish a "bright line " so that a company 
■will know when it is subject to tax. 

Response: The many, mostly arbitrary, physical presence requirements in the bill 
arc far from “bright lines.” BATSA carves out from the physical presence that might be 
attributed to a company in a state a number of instate activities. For example, one 
company could have 100 employees in a state for 14 days (1,400 person-days) and not 
have nexus, while another company could have 1 person in a state for 16 days (16 
person-days) and have nexus. In addition, a company must have certain types of physical 
presence that are not protected by the expanded P.L. 86-272 and that do not fall within 
the de minimis exceptions of BATSA or the “limited or transient” exception in BATSA. 
The various limitations and carve-outs from physical presence will create confusion, 
uncertainty and litigation as companies attempt to move up to the line of BATSA, but not 
cross over it. Repeal of P.L. 86-272 and a fair, simple presence rule that includes all 
activities in the state would be a bright line. BATSA is not a bright line. 

Assertion: BATSA is designed to protect small businesses from being subject to 
tax in every state in which it might make a sale. . 
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Response: The physical presence reqnirennents of BATSA are not designed to 
assist small businesses. A small business with little presence outside its own state is 
unlikely to incur other state business tax liabilities since 1) the business likely has modest 
income, 2) the income, in any case, would have to be apportioned and 3) state tax rates 
are generally relatively low. BATSA, instead, intends to provide opportunities for large 
multi-state, multi-national corporate groups to stmcture and plan in order to avoid state 
taxes. The U.S, Constitution and due process considerations require more than a single 
sale before a state could exercise its tax jurisdiction. States are willing to work with the 
business community to structure de minimis standards that will provide clarity for small 
businesses, if that is what is really wanted. BATSA does not provide an appropriate 
Ifamework for such a standard. 

Assertion: Companies with no physical presence in a state do not use services in 
the state and should not be subject to tax. 

Response: The assertion that an out-of-state seller derives no benefits from a state 
in which it has no physical presence (and thus should not be subject to tax) is 
“indefensible.” Two noted scholars in the field of state and local taxation responded to 
that argument as follows: 

This line of reasoning is indefensible, whether the benefits corporations receive 
are defined broadly, to mean the ability to earn income, or defined more narrowly 
to mean specific benefits of public spending, one of which is the intangible but 
important ability to enforce contracts, without which commerce would be 
impossible. A profitable corporation clearly enjoys both types of benefits. It is 
true that in-state corporations may receive greater benefits lhan their out-of-state 
counterparts, for example, because they have physical assets that need fire and 
police protection. But that is a question of the magnitude of benefits and the tax 
that is appropriate to finance them - something that is properly addressed by the 
choice of apportionment formula and the tax rate, not the type of yes/no question 
that is relevant for issues of nexus. The answer must clearly be a resormding yes 
to the question of whether the state has given anything for which it can ask in 
return. * 

Assertion: Taxing entities that have only a physical presence in a state amounts to 
“taxation without representation. ” 

Response: 'W'hile “no taxation without representation” is a catchy slogan, the 
Supreme Court has long upheld the right of states to impose taxes on nonresidents 
(individuals and corporations) doing business in a state, prordded they do so in a non- 
discriminatory manner. Moreover, the companies .supporting BATSA have found plenty 
of avenues for making their desires known to state elected and appointed officials. Most 


’* Charles McLure and Walter Hellerstein, “Congressional Intervention in State Taxation: A 
Normative Analysis of Three Proposals,” Slate Tax Notes, Febmary 26, 2004. 
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importantly, the issue here is whether large businesses that can adopt complex corporate 
structures should be able to plan' around any state tax liability. This would prevent the 
states from ever being able to achieve a fair system of taxation. States should be allowed 
to promote a system that taxes in-state and out-of-state businesses equally. If that is 
achieved, the in-state representatives will also effectively represent the interests of out-of- 
state businesses.'" 


Conclusion 

The current system of state taxation has developed over many years and we 
believe it is fundamentally sound. Legislation like H.R. 2992 turns the system upside 
down and would create massive revenue losses for the states. We urge you to reject the 
legislation. 


For a more complete discussion, see McLure and Hellerstein, op. cit., p, 735. 
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Ms. DelBene. Thank you. I yield back. 

Mr. Bachus. And if you need more time. 

Ms. DelBene. That is fine. I know we have to 

Mr. Bachus. All right, thank you. Well, we thank everyone for 
their attendance at this hearing. I was thinking about Boeing air- 
planes. They land at all the airports in the country. I may tell my 
counties to start taxing Boeing because their product comes into all 
our cities. That is an economic presence, I guess. 

This concludes today’s hearing. Thanks to all our witnesses for 
attending. Without objection, all Members will have 5 legislative 
days to submit additional written questions for the witnesses or ad- 
ditional materials for the record. 

This hearing is adjourned. We thank you for your presence. 

[Whereupon, at 4:05 p.m., the Subcommittee was adjourned.] 
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Testimony of the National Marine Manufacturers Association 
United States House of Representatives 
Committee on the Judiciary's 

Subcommittee on Regulatory Reform, Commercial and Antitrust Law 
February 26, 2014 


Chairman Bachus, Ranking Member Johnson, and Members of the Subcommittee, thank you for holding 
a hearing on H.R. 2992, the Business Activity Tax Simplification Act ("BATSA"), passage of which will 
greatly help the many small businesses struggling to get back to back on their feet after the great 
recession . The National Marine Manufacturers Association (NMMA) is pleased to provide the following 
testimony to the committee regarding H.R. 2992. 

BACKGROUND 

By way of background, NMMA is the leading recreational marine industry trade association in North 
America, representing 1,400 boat, engine, and accessory manufacturers. NMMA members collectively 
produce more than 80 percent of the recreational marine products sold in the United States. 
Recreational boating is a significant contributor to the US economy, employing nearly 340,000 people 
through more than 34,800 boating businesses. The total economic impact for recreational boating in 
the US was $121.5 billion in 2012. 

Traditionally, the courts have interpreted the US Constitution's Commerce Clause to require physical 
presence nexus - that is, a business must have a physical presence in a state before the state is 
permitted to assess income-based taxes. Increasingly, however, state and local taxing officials are 
attempting to apply "economic nexus" standards In an aggressive effort to collect business activity taxes 
from businesses that are located entirely in other states, even though such businesses receive no 
appreciable benefits from the taxing jurisdiction. In the last two years, some state tax enforcement 
agencies have demanded that boat manufacturers pay millions of dollars in back-taxes, interest, and 
fines in states where they had no physical presence. The complexity and cost of understanding and 
complying with inconsistent and vague state tax nexus rules is detrimental to interstate commerce and 
hurts marine manufacturers doing business across state lines. 

ISSUE 

The attempts by state and local taxing officials to apply economic nexus has led to considerable 
unfairness and uncertainty and generated contentious, widespread litigation. This uncertainty has 
hindered business expansion, as businesses shy away from expanding their presence in other states for 
fear of exposure to unfair tax burdens. Such obstacles to business expansion slow the American 
economy and negatively impact the international competitiveness of U.S. companies. 

Efforts by states and localities to expand their taxing Jurisdiction to cover activities conducted in other 
jurisdictions will continue to retard business growth and economic development in America if current 
law is not modernized. Clear and equitable nexus standards consistent with constitutional principles 
must be implemented to reduce complexity. Left unchecked, this taxation without representation and 
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unwarranted expansion of the state and local authority to impose business activity taxes will have a 
chilling effect on the entire economy, including marine manufacturers, as tax burdens, compliance costs, 
litigation, and uncertainty escalate. 

NMMA POSITION 

NMMA believes that its members should continue to pay business activity taxes in those states where 
they receive direct benefits and protections, such as police, fire, sanitation, public schools, and roads — 
in other words, where they have a physical presence. On August 2, 2013 Congressman James 
Sensenbrenner (R-WI-5) introduced H.R. 2992, the Business Activity Tax Simplification Act (BATSA). 

BATSA would clarify that the Constitution requires a business to have a physical presence in a state 
before that business can be subjected to the state's business activity tax. The legislation is designed to 
clarify the definition of "physical presence" so businesses will know which activities trigger nexus in a 
state, significantly reducing room for many different interpretation of the nexus standard. Because so 
many boat manufacturers conduct business across state lines in jurisdictions where they have no 
physical presence, BATSA would save boat manufacturers millions in state taxes levied upon, for 
example, warranty repairs and ownership transfers among dealers. At the same time, enactment of the 
bill would ensure that those companies pay all business activity taxes owed to states in which they have 
real property, inventory or employees. 

The legislation would ensure fairness, minimize litigation, create the kind of legally certain and stable 
business climate that encourages businesses to make Investments, expand interstate commerce, grow 
the economy, and create new jobs. BATSA would also ensure a level playing field for taxpayers by using 
a bright-line standard analogous to the permanent establishment standard used by the United States in 
International treaties. 

ACTION NEEDED 

Congress needs to act now to protect our businesses and promote a healthy, stable business economy. 
NMMA and its members strongly urge Congress to pass H.R. 2992 the Business Activity Tax 
Simplification Act (BATSA) during the 113th Congress. Again, NMMA thanks the Committee for allowing 
us to submit testimony on this very important topic. If the Committee needs further information, please 
contact NMMA Legislative Counsel Jeffrey Gabriel at jgabriel(S)nmma.org. 
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Testimony of Grady-White Boats 
United States House of Representatives 
Committee on the Judiciary 

Subcommittee on Regulatory Reform, Commercial and Antitrust Law 
February 26, 2014 

Chairman Bachus, Ranking Member Johnson, and Members of the Subcommittee, thank 
you for holding a hearing on H.R. 2992, the Business Activity Tax Simplification Act 
("BATSA"), passage of which will greatly help the many small businesses struggling to 
get back to back on their feet after the great recession . Grady-White Boats is pleased to 
provide the following testimony to the committee regarding H.R. 2992. 

One of the most successful boatbuilding companies in the world, Grady -White Boats has 
a legendary reputation for designing and producing outstanding fiberglass boats. Since 
1959, Grady- White boats have been built in Greenville, NC. And since purchasing the 
company in 1968, owner and CEO Eddie Smith steadily has done what he does best: 
inspire our crew to work hard to provide customers the best quality, reliability, safety, 
performance and long lasting value. In large part Grady-White's success is due to 
developing close relationships with its customers and dealerships, asking questions of and 
carefully listening to boat owners, and incorporating features they've requested to create 
fun products that make many happy memories. The history of Grady-White reflects 
nearly fifty years of appreciation and respect for these gifts, and the company is a 
steadfast advocate of fisheries conservation and education, and waterways management. 
Perhaps the best way to share with this Subcommittee the difficulties faced by small 
businesses as a result of the current hodgepodge of business activity tax nexus standards 
claimed by the states is to tell you about our own experience. It began like this: 

On April 25, 2006, we received a phone call from one of the gentlemen who we 
contracted with to deliver boats to our dealerships. He was on his way to New York to 
deliver a load of boats. He was calling from New Jersey to tell us that when he made a 
routine stop at a weigh station he was questioned about who he worked for, where he was 
going, etc. He answered their questions to the best of his ability and was told he could 
not move the load of boats until Grady-White paid back taxes owed to the state of New 
Jersey. 

Considering that we had customers waiting for these boats and the state of New Jersey 
would not release them until we paid the very significant amount they were demanding, 
we had a very pressing problem. We immediately sought legal counsel and after much 
discussion were left with no better option at the moment than to pay the state of New 
Jersey so that our boats could be delivered to our dealer. I want to emphasize that we do 
not currently have nor did we have then any real property, employees or inventory in 
New Jersey. After the boats were delivered, we worked diligently to try to get our money 
back although the legal fees were significant. Months later, we were able to recoup about 
75% of the dollars paid (which was really only 50% after legal fees) and we have had to 
file income tax returns in New Jersey annually since then. 
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In later years, other states where we lack any physical presence have approached us for 
payment of business activity taxes, and we have been forced to file income tax returns 
with them as well. We have also initiated the filing of tax returns in some states just to 
prevent another situation like the nightmare we experienced in New Jersey. All this 
required more legal fees because each state‘s nexus laws are different and have to be 
interpreted. Although these taxes are offset by reduced taxes in North Carolina, we still 
have the continuing annual cost of filing additional returns. Also, for obvious reasons, 
we would much prefer that these tax dollars stay in our state. 

Essentially, New Jersey held our business hostage to determine if we made enough 
money to make their taxing financially worthwhile. How in the world is a business 
supposed to operate in interstate commerce when states are allowed to create just about 
any theory to tax a company’s income, without legitimate legal certainty, and then place 
liens, without notice, on assets? Clearly, the framers of our Constitution included the 
Commerce Clause to prevent the states from bullying and cajoling nonresident business 
into paying taxes based on novel arguments like "economic nexus." If the Congress does 
not step in to address this problem, there is no way that American small businesses can be 
expected to succeed. 

On behalf of Grady-White Boats and thousands of other small and medium size 
businesses like ours, we respectfully urge that the Committee consider and favorably 
report out H.R. 2992, the Business Activity Tax Simplification Act of 2013. As you 
know, that bill would resolve current uncertainty and unfairness associated with varying 
nexus rules applied by the states with respect to the taxation of the income of nonresident 
companies. That uncertainty and unfairness has a significant negative impact on 
interstate commerce, and the burdens it creates, especially those caused to small 
businesses, increase exponentially as more time passes without a federally mandated 
solution to the problem. 

H.R, 2992 represents an opportunity to protect small businesses from the "creative" tax 
schemes developed by some states to generate tax revenues from businesses, including 
more vulnerable small businesses, which have no physical presence in the taxing 
jurisdiction. Essentially, H.R, 2992 would prevent states from redefining the 
constitutional limits on state taxation of interstate commerce and guard against the 
resulting threat to the development of our national economy. 

Grady-White Boats is committed to paying all tax rightfully owed. But, clear, predictable 
and equitable standards for state taxation of interstate business are essential to drive the 
economy for the benefit of consumers and businesses, large and small. Unless Congress 
acts quickly to enact H.R. 2992, our business and others that operate across state lines 
will continue to suffer contractions of investments, employment and profit. Given the 
current state of the economy, that scenario presents a real threat to our survival. 


Thank you for the opportunity to comment. 
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The American Bankers Association (ABA) appreciates the opportunity to submit a 
statement for the record for the hearing held on H.R. 2992, the Business Activity Tax 
Simplification Act of 2013 (BATSA). ABA would like to express our support for BATSA and 
encourage the Judiciary Committee to mark up this important legislation. 

ABA brings together banks of all sizes and charters into one association, and works to 
enhance the competitiveness of the nation’s banking industry and strengthen America’s economy 
and communities. Its members - the majority of which are banks with less than $125 million in 
assets - represent over 95 percent of the industry’s $14 trillion in assets and employ more than 2 
million men and women. 

Today, banks of all sizes face the difficulties associated with the uncertainty of states’ 
business activity taxes. The differences in the application of the tax greatly increase compliance 
and legal expenses that will ultimately be borne by customers and our economy at large. ABA 
strongly supports BATSA, which would modernize existing law to ensure that states and 
localities can only impose their business activity taxes in situations where an entity has physical 
presence (i.e,, property or employees) and thereby receives related benefits and protections from 
the jurisdiction. ABA appreciates the leadership of Representatives Jim Sensenbrenner and 
Bobby Scott in introducing this legislation, and we encourage Congress to enact it in order to 
provide businesses with more certainty on this issue. There are three key points we wish to 
make: 

> Inconsistent and unclear taxation standards between states subject businesses to litigation 
and other onerous business costs, which are especially harmful to small businesses. 

> Greater certainty for businesses will foster a more stable business environment that 
encourages investment and creates new jobs. 

> BATSA -wiW help minimize litigation costs and uncertainty for businesses by clarifying 
that entities must have a physical presence in the taxing jurisdiction in order to be subject 
to state and local taxes. 

1. Inconsistent and unclear taxation standards between states subject businesses to 
litigation and other onerous business costs, which are especially harmful to small 
businesses. 


American Bankers Association 
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An increasing number of states have enacted, or are considering, legislation that would 
lower the threshold of what constitutes “substantial nexus” for purposes of taxing a business' 
activity within the state. However, there is no uniform definition or application of “substantial 
nexus” among the states and no set rules or parameters for determining how a state would apply 
the nexus standard - it varies from state to state. Therefore, each state applies its own nexus 
standard to determine when an out-of-state business that is operating within the state is required 
to pay income tax. In fact, in some states, the presence of even one customer within the state 
would establish the state’s required nexus for applying its business income tax to an out-of-state 
business. 

This type of application of the nexus standard is devastating for small businesses, 
especially community banks, because they do not possess the substantial resources required to 
comply with a proliferation of disparate state tax laws. There are 2214 banks and savings 
associations with fewer than 25 employees. 553 of them have fewer than 10 employees. Many 
of these community banks operate near state borders and serve customers from more than one 
state. Additionally, many financial institutions now provide services to customers online, which 
allows people nationwide to take advantage of increased competition and better services to fit 
their individual needs. Without a unifonn standard, these institutions are finding themselves 
subject to different standards that result in undue costs and burdens. 


n. Greater certainty for businesses will foster a more stable business environment that 

encourages investment and creates new jobs. 

The additional costs resulting from the application of disparate standards divert resources 
businesses could invest in areas such as product innovation, improved customer service, or 
additional employees. The result would be fewer products offered to consumers at higher prices. 
Worse yet without business certainty, some financial serv'ice providers may cease doing business 
in those states where additional tax burdens exist. Therefore, states that aggressively tax out-of- 
state businesses could have the effect of reducing choices available to consumers in those states. 
Consumers may experience reduced access to credit and increased credit costs. This could have 
even broader negative effects on individual states’ economies and, possibly, the economy of a 
larger region. 
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TTT. BATSA will help minimize litigation costs and uncertainty for businesses by 

clarifying that entities must have a physical presence in the taxing jurisdiction in 
order to be subject to state and local taxes. 

BATSA would take away uncertainty by codifying in federal law that an actual physical 
presence in a state is required to create a substantial nexus. It would also include a bright-line 
test that would establish a minimal amount of activity a business must perform in a state before it 
is subject to income taxes and additional paperw-ork. Finally, this bill would help limit 
businesses’ exposure to unanticipated taxes, and thus reduce compliance and legal costs 
associated with frivolous nexus claims. 

ABA strongly supports this legislation and hopes that Congress will work quickly to pass 
it. ABA applauds Representatives Jim Sensenbrenner and Bobby Scott, who have introduced 
H.R. 2992 to address the lack of uniformity in the standard for taxing an out-of-state business’ 
activity within a state. This bill provides a uniform definition for the standard to be employed by 
states in establishing whether an out-of-state business should be subject to tax for activities 
conducted within the state, this will greatly help streamline the out-of-state business activity tax 
within states and limit businesses’ exposure to burdensome business activity taxes. 


American Bankers Association 
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Mr. Chairman, Ranking Member Johnson, and members of the Siihcommittee . 

The health of this Nation’s economy depends critically on interstate commerce, and 
interstate commerce in turn depends very heavily on efficient freight transportation. 

Most of that freight is carried by truck - over 68% by tonnage and some 81% as 
measured by transportation receipts. The interstate motor carrier industry is 
correspondingly large, comprising several hundred thousand for-hire trucking companies. 
Although a few carriers are large, the overwhelming majority of trucking companies are, 
by any definition, small businesses. The average trucking company operates a fleet of 
only six trucks, and there are many thousands of operations with only a single vehicle.’ 

In many respects, these small businesses resemble their counterparts in other industries, 
except that even the smallest motor carriers may travel into dozens of states in the regular 
course of their business. 

Our industry faces a serious threat of disproportionate compliance costs related to state 
business taxation, from states in which trucking companies do little or no business and 
with which they have few if any of the connections that are commonly considered to 
establish tax nexus. The American Trucking Associations appreciates this opportunity to 
join with other industries to support the call for federal relief from overreaching and 
inequitable state taxation of interstate commerce.^ We emphasize that our industry’s 
primary concern in this area is compliance costs rather than the amount of taxes involved. 
The relief we request should affect aggregate state revenues little if at all. We urge 
Congress to enact such business tax relief promptly. 

Background 


Until 1980, interstate motor carriers were subject to strict federal regulation in an 
economic sense. Prior to deregulation, individual trucking companies did not typically 
travel in more than a few states and therefore were not exposed to taxation in many 
states. The great expansion in the number of tmcking companies and in the scope of their 
operations in a largely deregulated economy has changed that. And with deregulation, 
states began to tap what they saw as a new source of revenue. The fact that trucking 
companies might be involved in critical areas of interstate commerce seems to have made 
them more rather than less attractive objects for taxation for states and localities, since, in 
any given place, most of the trucks passing through do not represent local residents but 
businesses from outside the state. 


' Some 90% of motor carriers operate fewer than six Inicks; fewer than .■?% operate more than twenty. 
American Trucking Assiis.,-4meri(?(7n Trucking Trends 2013, AT A: Arlington, VA. 2013, p. iv. 

^ ATA is llie national trade association of tlie American Inicking industry'. It is a united federation of motor 
carriers, state tmcking associations, and national tmcking conferences created to promote and protect the 
interests of tlie motor carrier industry'. ATA's membership includes nearly 2,000 tmcking companies and 
suppliers of motor carrier equipment and services. Directly' and indirectly through our affiliated 
organizations, ATA encompasses over 37,000 companies and every type and class of motor carrier 
operation. 
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Prior Congressional Action 

Time and again since 1 980, Congress has had to step in to protect the motor carrier 
industry from the effects of state and local taxation, to restrict the taxing authority of 
these jurisdictions and the manner in which they may administer otherwise valid taxes. 
Some years ago, for example, a number of states began to assess personal income taxes 
against interstate truck drivers who merely drove through in the course of their 
employment. Congress responded to this intolerable situation by prohibiting any state 
but the state of residence from taxing an interstate transportation worker, and from 
requiring transportation company employers from withholding wages except for the state 
of residence.^ Again, following a U.S. Supreme Court decision on a state tax issue that 
could drastically have affected interstate bus operators. Congress stepped in to give this 
segment of the motor carrier industry the relief it needed."* And in the Motor Carrier Act 
of 1980 itself, Congress provided the industry protection against discriminatory state and 
local property taxes and access to federal district courts to invoke that protection. ' 

Because of deregulation and the competition it has so successfully fostered, trucking is 
today a low-margin industry. Deregulation of our industry has saved the overall 
American economy billions in reduced transportation costs, but truck rates remain much 
lower in real tenus than they were in 1980.^ Tn a typical year, the average for-hire 
trucking operation may clear a 2% to 3% profit - very roughly, 3 to 6 cents per mile 
traveled by a truck. In a bad year, the average industry profit may sink close to zero.’ 
Compared to many other industries, motor carriers commonly have little in the way of net 
income for states to subject to tax. 

The recent recession was very hard on the trucking industry, as it was on so many other 
businesses. The deregulated industry had never faced times like these. Motor carriers 
that have survived the last few years now face both very high fuel prices and 
unprecedentedly high prices for the replacement of their equipment. Those higher truck 
prices are driven in large part by the cost of environmental regulation, and smaller 
trucking operations are in many instances hard-pressed to find financing for the 
equipment they need to buy. LInwarrantedly high state and local tax compliance costs 
are, for a growing number of our members, another source of hardship. 

Under economic regulation, except for the largest operations, motor carriers fulfilled their 
state business tax obligations at home. To a great extent, this has remained the case: 
small trucking companies, like small businesses in other industries, file corporate tax 
reports in their state of domicile and in perhaps one or two others where a significant 


TSee.tgU.S.C. 14503. 

''&g,49U.S.C. 14505. 

' Congress has granted the railroad industr>' much more comprehensive protection in tliis respect, however: 
compare 49 U.S. 14502(b) witli 49 U.S. C. 11501(b). 

American Trucking Assns.. 2012 American Trucking Trends, op. cit., p. 17. 

Slalislics from 1993 llirougli 2002. American Truc king Assns., 2004 American Trucking Trends. ATA: 
Alexandria. VA, p. 15. The U.S. DOT has yet to release data for more recent years. 
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proportion of their business may occur.** Indeed, the typical smaller trucking operation 
has but one place of business - in its home state - and has no property or payroll In any 
other jurisdiction.'* 

Held for Ransom 


Imagine now if you will the situation of a small trucking company, one that might be 
based in any state and operates only a few trucks. In the course of its business, it gets a 
call to pick up or to deliver a load in New Jersey, a state it may enter only occasionally. 

In New Jersey, perhaps at a rest stop or a shipper or consignee’s loading dock, an agent 
of the New Jersey Division of Taxation approaches the truck, identifies himself to the 
driver, states that the company hasn’t registered for the state’s corporate tax, and asks the 
driver how long the company has been picking up or delivering loads in New Jersey. The 
driver is unlikely to know, of course, but will probably venture some number of years. 

The state multiplies the number given by $1,100, and the resulting sum serves as a 
“jeopardy assessment” of corporate tax - in practical effect the ransom for the truck, the 
driver, and its cargo. The truck and cargo is impounded, the driver is told to contact the 
company and that the truck will be released only when the money is wired to the state. If 
the driver protests at the outrage, he may be taken to jail. There is evidence that New 
Jersey has assessed some 40,000 interstate motor carriers in this manner over the last 
decade, most of them small businesses.^** New Jersey does accord a carrier the option of 
appealing an assessment - once it has been paid - but the process is long, laborious, 
expensive, and uncertain. 

Other State Campaigns 

New Jersey is - so far - the only state that has attacked interstate commerce by truck so 
aggressively. Periodically, however, and typically in difficult economic times like the 
present, one or more states mount a general campaign to force smaller trucking 
companies located outside their borders but traveling on their roads to pay their business 
taxes. Such a campaign typically starts with a widespread mailing of a “nexus 
questionnaire” to hundreds or thousands of motor carriers that have paid operating taxes 


* All interstate trucking operations, large and small, pay vehicle registration fees and motor fuel taxes for 
tlie use of the roads to each state in which they travel. Carriers fulfill these obligations to pay taxes tlirough 
hvo organizations - the Intcmtitional Registration Plan and the Intcniational Fuel Tax Agreement - wliich, 
under Congressional mandate (see, 49 U.S.C. 31701, /f), ensure that all slates administer these tax 
programs by means of a uniromi siructure lhal guaranlees lo all stales the revenues due Ihern and minimizes 
administrative costs for state and motor carrier alike. These operating taxes are not at issue here. 

’’ Larger companies, of eourse, with facilities in multiple states, are obhgated to file returns in those states 
as well as where their home offices are located. 

Note too that owner-operators that have incorporated, and maiw have, are also subject to the New Jersey 
tax, even tliough they may never operate in tlie state mider their own interstate authority, but always while 
leased to anotlicr carrier. Sometimes, therefore, the presence of a smglc truck, making a single delivery' of 
freight, is nexus - as far as New Jersey is concemed, that is - for two entihes. In liard economic times, a 
jeopardy lax assessmenl such as lliose New Jersey lias been in lire liabil of levying on lire industry could 
easily be the last straw for a company attemptingto stave off bankniptcy. 
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to the state.” Companies that answer the questionnaire and return it - and those that do 
not return it receive increasingly threatening communications from the state until they do 
- typically then receive a further letter from the state, advising them that the state has 
determined that they have nexus there and enclosing a bill, typically for several years 
(occasionally even decades) of back taxes, plus penalty and interest. 

Particularly for smaller motor carriers, this is a cruel absurdity. Typically, the state that 
seeks to force interstate motor carriers to pay its business taxes not only assesses for 
years of back taxes, but also either imposes a minimum corporate tax or taxes gross rather 
than net receipts.” Through the use of these gimmicks, a state will have magnified the 
claimed liability out of all proportion either to the carrier’s travel in the state or to its net 
income. 

A large, unanticipated assessment for back taxes frequently represents a disaster for a 
small (or even a larger) motor carrier. For the more distant back years, the carrier will 
also be precluded by the statute of limitations from amending the returns it filed with its 
home state and claiming a credit. Last - and definitely not least - are the accountant’s 
fees the carrier must pay to have the newly required return prepared. These can run 
upwards of $1,500 for even a single, relatively simple corporate tax report. And this is an 
expense the carrier can look forward to bearing in each year into the future, for once it 
starts filing an annual tax return with a state it cannot easily stop doing so. 

It is these compliance costs - the accountant’s costs, and the sheer labor, time, and 
trouble involved in complying with numerous varying state requirements - of which our 
industry most complains. Tnjcking companies are not trying to avoid their tax 
obligations; they understand that the government services they really avail themselves of 
must be paid for. But they do object to paying exorbitant costs for complying with the 
requirements of states where they have no establishment, where they have little business, 
and where the nexus rules, where they published at all, are extremely vague as regards 
interstate trucking operations. 

State Nexus Standards 


What do states commonly assert as tax nexus for an interstate motor carrier? This is 
often unclear; state tax statutes and regulations often have nothing specific to motor 
carrier nexus, and provisions adequate for less mobile industries can be perplexing for 
administrator and carrier alike when applied to trucking. Moreover, while it is 
undoubtedly the case that a state may under the U.S. Constitution levy a tax on an 


” When the Pemisylvania Departmenl of Reveiuie began ils “nexus campaign” against Ihe induslry about 
1993, it mailed out threatening notices and assessments to some 30,000 interstate tracking companies. 

California. Massachusetts, New Jersey, New York, and Pemisylvania liave all aggressively sought to tax 
interstate motor earners w'hile tliey imposed minimmn taxes of several hmidred to well over $1,000 per 
year, Miehigan and Pennsylvania have sought to impose taxes based at least in part on gross reecipts on 
Uie induslry . Ollier slates dial regularly seek to impose their business la.xes on interslale inolor carriers wilh 
only slight contacts with the state include Illinois, Nebraska, Ohio, Virginia, and Wisconsin, 
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interstate motor carrier,'^ the U.S. Supreme Court has left this area of the law in 
obscurity. A state may make a mere assertion of nexus rather than define it exactly. 

Until recently, no state has sought to collect tax from a motor carrier that merely travels 
on its roads and has no business at all in the state, but now at least a couple of states seem 
prepared to try to collect money on even that slim basis. 

This uncertainty in the law leaves motor carriers in a quandary, not knowing whether to 
file in a given state or not. Many motor carriers, typically on the advice of their 
accountants, file in many more states than may be warranted, and spend thousands of 
dollars annually in accountants’ fees to pay perhaps hundreds of dollars or less in state 
taxes.*' Others, in the absence of any indication from a state that out-of-state carriers 
need to file there, forego filing until suddenly the state changes its position and sends out 
bills for three, five, seven, or more years of back taxes to thousands of interstate carriers. 
Motor carriers commonly find it extremely difficult to pass on these compliance costs to 
their customers. 

State Retaliation 


The year 2009 saw something new in this difficult area - an instance of one state 
threatening to retaliate against another because of the latter’s aggressive pursuit of 
business taxes motor carriers based in the former. Colorado Joint Resolution HJR09- 
1 024, adopted May 6, 2009, and attached to this testimony, first recites the elements of 
the problem we are addressing here, and then encourages the Colorado Department of 
Revenue to increase its enforcement of Colorado business taxes against carriers based in 
states that have “unreasonably” burdened Colorado’s. In somewhat similar fashion, 

South Dakota Senate Concurrent Resolution 7, adopted March 9, 2009, and also attached 
to this testimony, calls on the state of Nebraska to “provide tax relief and amnesty” to 
trucking companies based in South Dakota. The situations these resolutions seek to 
address are serious, but it may be evident that state efforts of this sort could easily make 
things worse rather than better for interstate motor carriers, A federal solution is urgently 
needed. 

A Federal Solution 


For the reasons we have outlined, interstate motor carriers are now approaching Congress 
for relief from the efforts of states to impose their taxes on interstate trucking companies 
that have only very tenuous contacts with those states. Public Law 86-272 is of very 
limited - if indeed any - assistance to our industry, and the provisions of that law, which 


Tn fact, the leading case in this area, (Complete Auto Transit v. Brady, 4t0 U.S. 274 (1977), im olved state 
taxation of a motor carrier. 

Nebraska and New Mexico liave recently asserted nexus for motor carnets on llie basis solely of such 
“pass-through” miles, no other contact with the state being, in their view, legally necessary'. Qirriers that 
ignore or question Nebraska's collection efforts may have liens filed against their equipment. 

' ’ Filing in many states lias another danger for interstate motor carriers: overlapping state apportionment 
formulas can capture more than all of a carrier’s net income for state taxation. See, for example. 
Consolidated Freightsvavs Carp, of Delaware v. Wisconsin Dept, of Revenue, 477 N.W.2d 44 (Wise.. 

1991). 
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was both necessary and appropriate for its time, urgently need updating to reflect the 
Nation’s deregulated, more mobile, more service-oriented economy. Trucking 
companies - and interstate commerce, to which trucking is so critical - need protection 
from taxation by a state when they do not have a significant physical or legal 
establishment within its borders. Nor, because of our industry’s operations, would a 
solution such as that offered by the Business Activities Tax Simpliftcation Act, H.R. 2992, 
provide rtmch relief to motor carriers. The provisions of that legi.slalion woidd leave the 
nexus rules for motor carriers largely undefined. 

We recommend that Congress pass legislation that would permit a state to impose a 
business tax on a for-hire interstate motor carrier only if that carrier has real property or 
has obtained intrastate operating authority in that state, or is incorporated or has its 
principal place of business in that state. This will leave the vast majority of motor 
carriers to report and pay business taxes only at home, and would leave the aggregate 
state taxes collected from the motor carrier industry as a whole substantially unchanged. 
In many respects, our proposal closely resembles the relief we cited earlier that Congress 
enacted for truck drivers, when those employees were being harassed by states they 
merely drove through in furtherance of interstate commerce. Local government 
impositions on motor carriers can also be a significant burden. Congress should extend 
whatever relief it may enact with respect to state motor carrier taxation to cover local 
taxes as well. 

We anticipate that a bill incorporating our solution to this pressing problem will shortly 
be introduced. We recommend it to the Committee’s attention, and urge Congress to 
enact such relief for motor carriers promptly. 

We appreciate very much this opportunity to testify before the Committee. 


Robert C. Pitcher 

Vice President, Stare Laws 

American Trucking Associations 
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rhaak you for the opportunity to submit this statement for the record for the 
February 26, 2014 hearing on tt R 2992 on behalf of the Council On Stale Taxation 
(COST) COST supports H R 2992 and encourages you to move it swiftly through 
the Subcommittee 
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COST is a nonprofit trade association based in Washington. DC COST was 
formed in 1969 as an advisory committee to the Council of Stale Chambers of 
Commerce and today has an independent membership of more than 600 major 
corporations engaged in interstate and international business COST’S objective is to 
preserve and promote e<|uitable and nondiscriminatory state and local taxation of 
multistate business entities 
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The BAT Nexus Issue Needs Congressional Action 

Our comments address two fundamental questions at hand 

I Why dues the issue of Business Activity Tax (BAT) nexus warrant 
Congressional action? 

2. Why is physical presence the appropriate standard for BAT nexus? 
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The first, and perhaps most important determination a business must make with regard to 
state business activity taxes is whether the business is actually subject to tax at all in a particular 
state. That is, does the business have “nexus” with the state? The threshold is governed by the 
United States Constitution’s negative Commerce Clause, which prohibits states from unduly 
burdening interstate commerce. Taxing businesses with only limited links to a jurisdiction has 
long been considered a burden on interstate commerce because of the high compliance costs 
associated with the taxation of such fleeting or nominal activity. It is not an exaggeration to note 
that since the first state business activity tax was imposed, taxpayers have never been certain as 
to what activities will be subject to taxation by a state or municipal jurisdiction. 

The United States Supreme Court has offered some guidance and at least one bright line 
rule as to the requisite level of activities sufficient to subject a business to a state’s tax without 
creating an impermissible burden on interstate commerce. In the Court’s 1992 Quill decision, 
Bellas Hess was reaffirmed and the Court retained its bright line rule that a state cannot impose a 
sales tax collection liability on a seller that does not have a physical presence in a state. From 
Congress’ perspective, however. Quill was additionally a seminal refinement of the Court’s 
earlier jurisprudence, because for the first time it noted a distinction in the concerns underlying 
the Due Process and Commerce clauses of the Constitution. As part of that distinction, the Court 
clarified that Congress may legislatively set the jurisdictional standard governing states’ ability 
to impose tax burdens on interstate commerce. Indeed the Court invited Congress to legislate in 
the area of nexus for state tax purposes, stating: “[0]ur decision is made easier by the fact that 
the underlying issue is not only one that Congress may be better qualified to resolve, but one that 
Congress has the ultimate power to resolve.” 

In absence of Congressional action following the Court’s decision, states (and 
municipalities) have become increasingly aggressive in attempting to assert tax jurisdiction over 
interstate commerce. These efforts to reach companies with minimal or no physical presence in a 
state have led to litigation in state courts with mixed results -not unexpected given the lack of 
clear guidance from either Congress or the United States Supreme Court. Conflicting state laws 
and court decisions create tremendous uncertainty and expense for taxpayers. Multistate 
businesses are deeply concerned both by this uncertainty and efforts by the states to impose tax 
on businesses that do not have physical presence in a state, thereby burdening interstate 
commerce and limiting cost-effective market options. Surveys of the COST membership 
consistently demonstrate that this issue is the multistate business community’s number one 
concern regarding state tax policy. 

The uncertainty created by conflicting interpretations of the Constitutional standard for 
tax jurisdiction has long resulted in unnecessary administrative and litigation expense for both 
taxpayers and states, and will certainly continue to increase the costs and risks of operating a 
multistate business in the future. For example, the Financial Accounting Standards Board 
Accounting Standards Codification 740-10 (“ASC 740-10”) of its Statement 109 (Accounting for 
Income Taxes) shines a spotlight on the potential costs and market confusion associated with 
uncertain nexus standards. ASC 740-10 appropriately seeks consistent treatment of uncertain 
income tax positions for financial statement reporting purposes. 
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Unfortunately, the lack of any definitive, national authority for state tax jurisdiction 
complicates the analysis under ASC 740-10 and creates an ongoing dilemma for multistate 
companies. For example, if a business determines it does not have the requisite activity to create 
nexus in a state and thus does not file a return there, the statute of limitations for an assessment 
may never expire. Thus, a business may be in the awkward position of taking a reasonable 
position regarding its tax filing requirements in a given state, but because of the controversial 
and unsettled state of the law on nexus, the business may be unable to reach the required 
confidence level (“more likely than not”) on the validity of its financial statement reporting 
position under ASC 740-10. As a result, this phantom tax liability imposed by the state (plus 
accrued phantom penalties and interest) will never disappear from the financial statements unless 
the business is actually audited and the state determines that in fact, it does have nexus. This is 
but one example of how current uncertainty over the scope of the nexus requirement creates 
confusion beyond the immediate and apparent tax effects. 

Congress, accordingly, with plenary authority under the Commerce Clause, not only has 
the Constitutional duty to remedy the existing uncertainty, but also serves as the measure of last 
resort for the courts and for multistate companies on this issue. 

Physical Presence is the Appropriate Standard 

Tt is COST’S position, in order for a state or municipality to impose business activity tax 
on an entity, that a business must have a physical presence in the jurisdiction. Congress must 
recognize physical presence as the jurisdictional standard for business activity taxes. Physical 
presence should be defined to include quantitative and qualitative minimis thresholds. 
Congress must also prohibit unreasonable attribution of nexus. Finally, Congress must preserve 
and modernize P,L. 86-272. 

Determination of jurisdiction to tax should be guided by one fundamental principle: a 
government has the right to impose burdens - economic and administrative - only on businesses 
that receive meaningful benefits or protections from that government. Tn the context of business 
activity taxes, this guiding principle means that businesses that are not physically present in a 
jurisdiction, and are therefore not receiving benefits or protections from the jurisdiction, should 
not be required to pay tax to that jurisdiction. Such a test also delineates a clear line to guide both 
businesses and the states (including their localities) on when a business can be subject to a 
State’s tax. 

Congress must exercise its authority under the Commerce Clause to recognize physical 
presence as the nexus standard for business activity taxes. Tn doing so, Congress should include a 
de minimis threshold based on the temporary presence of employees, agents and property in the 
State. Congress should also modernize P L 86-272 by including services and intangibles in the 
scope, extending its application to all direct taxes, extending its coverage to activities subject to 
local taxes, and clarifying its definition of independent contractor. 
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Conclusion 

In 1992, the Supreme Court invited Congress to legislate in the arena of nexus. More than 
twenty years later there has yet to be Congressional action on this matter. Congress has the 
opportunity to properly construct a bright-line physical presence nexus standard that will 
promote fairness, eliminate uncertainty for both the business community and states, and 
significantly reduce the frequency and costs of litigation. It is for all these reasons that COST 
respectfully requests swift and favorable action on H.R. 2992. 


Sincerely, 



Douglas L. Liiidholm 


CC: COST Board of Directors 
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Tlie Honorable Spencer Baclnis, Chairman 

The Honorable Hank Johnson. Ranking Member 

Subcomjnittce on Regulatory Reform, Commercial and Antitrust Law 

VIousc Judiciary Committee 

United States House of Representatives 

Washington. D.C- 20S 1 5 

Re: Hearing on H.R. 3*#92: The Business Activity Tax SimpUricalion Act of 2013 

Dear Chairman Bachus and Ranking Mcmbei Johnson 

Oil behalf of ll»€ Motion Picture Association of America ('‘MPAA’’)' I Uiank you tor the opportunity to 
submit this nalcmcm lot llic record for the February 26, 2014 hearing on ll.R. 2902: The Business Aclivily tax 
Simphllcation Act or20l3. 

L Iniroducliun 

The MPAA has a parlicular intcicsl In business activity lax nexus and specifically in H.R 2992 (the 
Business Activity lax Simplification Act or BATSA). The MPAA strongly supports H.R. 2992 and respcclfitfiy 
urges yout Subcoimnillcc and the Judiciary Committee to markup and report out this legislation lor considmiioii by 
the full Congress, The MPAA believes that a bright-line physical presence suiiidord as provided m H.R. -V92 is tlic 
appioprliuc jurisdiclional standard for stale business aclivily lax purposes. In recent years, an increasing number of 
states have asserted that a business's mere economic presence in a slate is sufficient to subject that out-of-state 
business to the slate's direct business lax. Due to the lack of clear judicial guidance on Ihis issue, states are taking 
varying, inconsistent and often aggressive positions with respect to the particular acliviltes that may cause an oui-of- 
state business to become snbjccl to lax. These actions have created an environment of unceminty and 
unpredictability for miiltistatc businesses, especially businesses in the film, television and media-related mdusuies 
when such businesses have no physical presence in the state, 

'This issue is orparticiilar concern to the MPAA because of the aggressive actions taken by slates in recent 
years against film companies, and related entities, such as broadcasters. Por example, states have astterted business 
activity taxes against film and broadcasiutg companies clniming "economic nexus" on the following: 

. Asserting that an oul-of-slale bioadcaslcr should be subject to business aclivily lax in a stale solely 
because the company's broadcast signals are viewed by residents in the slate; 

• Asserting that the digital transmission of movies to in-siate customers creates nexus for an oul-of- 
slatc film company for business activity tax purposes; and 


• Asserting that an out-or-sta(e film company should be subject to business activity tax if the 
company licenses brands, names, characlcra or other trademarks to unrelated tliird parties, who 
subsequently manufacture and sell mercliandisc bearing the licensed trademark into the slate. 

Tltese examples are illiisualive and only represent a few of the many stale lax jurisdiclional issues currently 
faced by the film, television and media-related industry due to inappropriate stale actions. 


' MPAA member companies include Paremounl Pictures; Sony Pictures Eniettainraenl Inc.; The Twentieth Century 
Fox Film Corporation; Universal City Studios l-l.LP; Walt Disney Studios Motion Pictures; Warner Bros. 
Enlcrtninmem Inc; and associate member CBS Corporation. 
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II. H,R. 2992 Provides the Appropriate Solution 

Detailed below are some of the more aggressive positions taken by states that are aimed at taxing emt-of- 
state film companies and broadcasters and the arguments advanced by states to support these positions. The MPAA 
believes that a physical presence nexus standard is the more appropriate jurisdictional standard for state business 
activity tax purposes. The provisions to modernize Public Law 86-272 contained in H.R. 2992, and the physical 
presence nexus standard provisions, are both fair and necessary because they are consistent with notions of where 
income is earned, ensure that businesses are only paying tax to those states that have provided the businesses with 
meaningful benefits, and represent the application of existing federal law to modem day business transactions. 

Broadcast Programming. Some stales have asserted that out-of-state national broadcasters should be subject to 
business activity taxes solely because these companies' broadcast signals, which arc in tum transmitted by cable 
operators and local television stations, are received by in-state viewers or listeners. States have tried to justify the 
taxation of these oul-of-state broadcasters on the basis that the out-of-state broadcasters are exploiting the in-statc 
market because the programming is seen and/or heard by individuals in the state. However, this rationale fails to 
recognize the basic business model employed by most national broadcasters. Specifically, broadcasters do not 
generate revenue from viewers or listeners. Rather, broadcasters receive revenue from advertisers that purchase air 
time and, in the case of cable program networks, from cable operators tiiat license the programming. The advertisers 
and cable operators are the “customers” of the out-of-state broadcaster, not the in-state viewers or listeners who are 
the customers or potential customers of the adverli.sers and the cable operators. Thus, broadcasters are not 
“exploiting” the local market when progmrnming is aired for individual viewers or listeners in a state, Further, 
broadcasters should only pay tax w'here they earn income, and, as discussed in more detail below, income is only 
earned where a business is physically located. 

Notably, the states’ position is inconsistent with the U.S. federal income tax treatment of foreign 
broadcasters, In fact, the issue of whether the United Slates may impose federal income tax on a foreign broadcaster 
that has no physical presence in this countiy has been litigated, and federal courts have held that the United States 
cannot impose such a tax. Mbis holding is reintbreed by the “permanent establishment” standard that the United 
Stales, along with most other countries, has adopted in its bilateral tax treaties. The permanent establishment 
standard requires taxpayers to have a fixed place of business (i.e., a physical presence} through which the business 
of the enterprise is wholly or partly cairied on in order for a foreign country to impose an income tax on the 
business’s profits. If states continue to assert positions that contradict these well-established longstanding federal tax 
principles, it could be potentially disasu'ous for America’s interstate and international economy. On the other hand, 
the physical presence standard in H.R. 2992 is consistent with the standard used for the U.S. federal income tax 
treatment of foreign broadcasters, and would only tax out-of state broadcasters that have a physical presence in the 
slate, 

Use of Trademarks in Stale hy Unrelated Third Parties. Several slates have attempted to assert taxing jurisdiction 
over out-of-state film companies that license brands, names, characters or other trademarks to unrelated third parties 
W'ho then manufacture and sell merchandi.se tor their own account bearing the licensed trademarks, for in.starjce, 
within the state. A recent survey of state tax departments revealed that more than 30 states lake the position that the 
licensing of trademarks to either affiliated or unrelated entities with a location in the state would create nexus for the 
licensor for corporation income tax purposes,^ These states are overreaching and attempting to tax income that is 
earned outside of the states’ borders. 

Film companies do not earn their income in the states where merchandise bearing their Iradsmarks is sold 
by third paities; rather, they earn their income w'here they actually engage in business activities (i.e,, where they 
have property and employees). The physical presence nexus standard contained in H R. 2992 would ensure that 
income is only taxed in those states where the income is earned. 

Digital Transmission of Movies. Some states have asserted that out-of-statc film companies should be subject to 
business activity tax if the out-of-slate company sells digital films to in-state customers who download the films 
over the Internet, States assert that they are entitled to tax these out-of-state sellers because the state has provided an 


^ See Commissioner of Internal Revenue v. Piedras Negros B. Co.., 127 F. 2d 260 (5th Cir. 1942), 

^ Special Report: 2008 Sun?ey of State Tax Departments, 15 Multistate Tax Rep’t 4 at S-28 (April 25. 2008), 
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in-state market for digila) product. However, state govemmente maintain a “viable marketplace” for die benefit of 
their coiisiilucnts, the in-state customers, and not for the benefit of out-of-state sellers. Further, the imposition of a 
biLsiness activity' tax on an out-of-state seller simply cannot be justified on the basis that the government has 
provided some nebulous and incidental benefit. Rather, the benefits and protections provided by a taxing jurisdiction 
must be meaningful to waiTant the imposition of a business activity tax. Businesses only receive these meaningful 
benefits and protections (e.g., education, roads, police and fire protection, water and sewers) in the jurisdictions 
where they are actually located due to the presence of a labor force or property. Further, as previously discussed, 
businesses should also only pay tax to those states where Income is earaed, and income is simply not earned where a 
business’s customers are located. Thus, businesses should only pay tax to those jurisdictions where they arc 
physically present, H.R. 2992 would promote fairness by ensuring that businesses are only taxed by those 
Jurisdictions that have provided mcaningfu) benefits and protections, and in those juri.sdictions where income was 
earned. 


In the context of digital downloads, we should also point out some of the peculiar results that can arise if 
Public Law 86-272 is not modernized for today’s economy and modem technologies. For example, il an out-of-stale 
film company conducts in-sTate solicitation activities aimed to promote the sale of DVDs (i.e., tangible persona! 
properly), the orders for which are accepted and shipped or delivered from outside the state, this in-stale solicitation 
would be protected under current law by Public Law 86-272, On the other hand, if an out-ol-slate film company 
were To conduct the same in-slale solicitation activities to promote digital downloads (i.e,, intangible property) for 
the veiy same film, these solicitation activities would net be protected by Public Law 86-272. This example clearly 
demonstrates why the provisions of Public Law 86-272 must be modernized, as provided in II, R. 2992, to prolcci 
the solicitation of orders for services and intangible property. As our economy continue.s to shift towards intangibles 
and services, it is important that these sectors of the economy be afforded the important protections of Public Law 
86-272, 


Finally, ILR. 2992 includes a provision intended to prevent states from circumventing the intent of tbe 
legislation. Under that provision, states that require or pennit a group of affiliated coiporalions to use a combined 
reporting tax return methodology to compute tbe tax liability of corporations within the affiliated group that are 
subject to a state’s taxing jurisdiction under the tax nexus standards of H R. 2992 may not indirectly impose tax on 
the group members that are not themselves subject to tax in that state under such tax nexus standards. Thus, H.R. 
2992 prohibits a stale irom taxing a coq)oration that is not otherwise subject to tax in the state by using the end- 
around run frequently refeiTcd to as the Fimiigan method of combined reporting. The MPAA supports this critical 
element of H,R. 2992. 

III. Conclusion 

The MPAA believes that il is nece.ssary for Congress to provide clear guidance to the states in the area of 
state tax jurisdiction and put a stop to the aggressive actions being taken by the states, In the absence of 
Congressional action, these state actions will likely have a chilling effect on Interstate commerce. H.R. 2992 would 
provide a much needed bright-line physical pre.sence standard that is both fair and reasonable, and would modernize 
Public Law 86-272 to account for the current slate of our economy. As states continue to attempt to maximize 
revenues, they will likely become even more aggressive in their attempts to tax out-of-state businesses making the 
need for Congressional action all the more urgent. Therefore, the MPAA strongly urges your Committee to include 
the provisions of H.R. 2992 in any package of legi.shilion affecting state taxes that your Commiilee considers and 
approves, 

Sincerely, 


Michael O'Leary 

Senior Executive Vice President for Global Policy and External Affairs 
Motion Picture Association of America, Inc. 
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Fcbnjan'26, 2014 


'Ilic Honorable Bob GtKxBattc, (Zhamnan 
'rhe Honorable John Conyers, Jr., Ranking Member 
judiciary Committee, U.S. House of Reptescniativcs 
2138 Rayburn House Office Building 
Washingitm, D(’ 2051.S 


Dear Chairman Goodlattc and Repre.sentative Conyers: 

In connection with the hearing being held today concerning H.R, 2992, llie Business Activity Tax 
SiinpUrication Act of 2013, our nonpartisan Center on Budget and Policy Priorities respectfully 
submits for inclusion in the hearing record the enchased two anatyscs 1 have written on this 
legislation. 

llie first report, “Proposed 'Business Aedvit)’ ‘J’ax Nexus* Legislation Would Seriously Undermine 
Stale faxes on Corporate Profits and Harm the Economy,’* details the adverse impact that BATSA 
would have on the abilit)' of stares and localities to ensure that busmcsscs pay a fair share of the 
costs of the state and local services from which they benefit. TTie second report, “Proponents’ Case 
for a Federally-Imposed Businc.ss Activit)’ Tax Nexus Threshold I las Uttlc Merit,” respond.^ to die 
supporters* arguments as to why the legislation is needed. 

We would respectfully request that these two reports be treated as the Center's written lesttmonv 
coneermng the legislation and be included in any distributions of other organizadons’ written 
statements to members of Congress, their staffs, the news media, and the general public. Hiunk you 
for your consideration. 


Sincerely, 



Michael Maactov, Senior Fellow 
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PROPOSED "BUSINESS ACTMIYTAX NEXUS" LEGISLATION 
WOULD SERIOUSLY UNDERMINE STATETAXB ON CORPORATE PROFOS 
ANDHARMTHEECONOMY 

Hy -Michuci M.wcn»v 


A bill inmxlijccd in die L’.S. I louse of Rt'pa-scnrjinrs would smp stites .ind bjimUtics of their 
curTfiit aullitmty to t.ix a ftur share of iht pn.ifits of m.iny Ltuporarions that are biLseJ oui-of-srart 
l»ur do basincss wirhin their Sutlers, it would retluce irate and local govemments’ revf-nues b) iir 
luist S2 bilhon in the ^'ery first yc;ir after cnucnticnt, impainn>; rhcir ahilit)' U • hind rduoitirm, hcaith 
atre, pultlic safer)', and other essential scr\-icc5. Representative Jtm Sensenbrenner reintroduced this 
bill, the “Uusiness Activity ‘l';ix Simplification Act” (“BATSvV”), M.R. 2992, on August 2. 2(113. "Ihc 
House Judtciar)' (aYininiitee will bolt! a heannp on the bill on b'ebruary 26. 

U.ATSA defines many actwinos tlut corporatiores commonly conduct within a state as lieing no 
longer suffiaenr m obligate the corporafinn tri pay sevtTal different kinds of raxes to the state (or to 
its kicd grjvvmments). Moreover, ii defines these “safe harl>ors” from raxatiim in a lughl) 
amlnguous, iirtnrrary and inconsistent manner. ’Ihesc new restnctions on state and U*c>J taxing 
aiirhont)’ would have far-reaching, adverse impacts on the ri'venue-gemTanng capacity .md fainiess 
of stare and Icicil tax syslcnw. The most sij:?iitic.antl)- affected taxes would lx* corporate inciime 
tuccs levied by 44 scitcs, the Dismer of Coliiml}i.i, and New A'ork Citj*. If cttacted, H A’l'S,\ wfwild 
have the folImvmgefTects: 

• 'llic k^slatunt NVi aild cauio? state and k*cal governments collectively to lose sulistiintral tax 
payments from our-of-scitc corporations that would l>c freed from their current obligations to 
pay taxes on their profits and gross sales xn particular juresdicnons. A significant share of 
currently *t.ixal)le corporate proftfs would go untaxi-d l>y ^//yy state, leading to vi net revenue loss 
for the scttcs as -a whole. According to a ('.ongresstonal Budget Office estitrute done in 291 1 
on ;U) idcnncti version of the iiill, «mtc and local revenue losses would l>e $2 billion ;innuaUv m 
rht first full year after enactment and likely to givw in subsequent years. 

States have already suffered nussivc kws of revenues as a result of the recession and »lo\v 
recover) . Additional loss of revenue in the next few years would undermine state funding for 
education, hciltli care, public wfeiy, infr.wttucturi', .md other sctmccs importani for states' 
long-term pnispcrity. 
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• BATSA would block parficuhir s^a.tcs From tiixing parricular corporations on income earned in 
those states. F.ven if those corporations’ prohts might ultimately be Taxed by their home states. 
BA'i SiA still would unfairly deprive other states and localities of their right to tax the profits of 
specific out-of-state corporations that benefit from services diese jurisdictions provide. 

• B A'fSA would stimulate a wave of new corporate tax sheltering activity aimed at cutting state 
and local business tax liabilities, which would stimulate demand for tax lawyers and accountants 
but reduce economic productivity and competitiveness. 

• ihe legislation would mire state and local governments and corjtorahons alike in a morass of 
litigation over whether particular businesses arc or arc not protected from taxation under the 
numerous vaguely-defined provisions of BA'i'SA — another outcome that would benefit 
lawyers and accountants at the expense of everyone else. 

• BA'i .SA would reward major multistate corporations that have the resources to engage in 
aggressive tax -avoidance behavior widi much lower tax burdens than dicir small, locally- 
oriented competitors, thereby handing small businesses a competitive disadvantage. 

For example, if BATSAw-ere enacted: 

• A television network would not be taxable in a state even if it had affiliate stations and local 
cable systems there relaying its ]'>r<'>gramniing and regularly sent employees into the state to 
cover sporting events and to solicit advertising purchases from in-statc corporations. 

• A bank would not be taxable within a state even if it hired independent contractors there to 
process mortgage loan applications and the loans were secured for homes located within the 
state. 


• A restaurant franchisor like Pizza Hut or Dunkin’ Donuts would not be Tixable in a state no 
matter how many franchisees it had in the state and no matter how often its employees entered 
tlie state to solicit sales of supplies to die franchisees or to train die franchisees in company 
procedures. 

These are just a few examples of the types of corjioratioiis thatw'ould be protected from state 
corporate income Taxes by the provisions of BATSA. That corporations engaging in such extensive 
in-state activities would be immunized from taxation su^ests why a congressioiially-imposed 
business activiy Tax (lb\T) ntxus threshold even loosely based on die current text of B.ATS.A would 
be a prescription for further litigation, inequity among businesses, and erosion of a viTtl source of 
funding for sTate and local sendees. 

A compelling case for tighter federal limits on the authority of states to impose business activity 
taxes on out-of-state corporations has not been made. If, nonetheless. Congress decides to act in 
this area, workable and fair alternatives to BA'I'SA are available. A proposed Taxing jurisdiction (or 
“nexus”) Standard developed by the Mulristate 'fax Commission, for example, would base Taxing 
autliority on relatively objective measures of die dollar amount of a business’ sales occurring in a 
state, the dollar amount of property located in a state, or the dollar amount of payroll paid to 
employees working in a state.* Such an approach balances the legitimate objective of j'jreventing 
states from imposing the burdens of complying with a business aedvita Tlx on a compimy that has 
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relatively little activit}’ in the state — and thcrcFore little tax liability — with the right of states to tax 
income earned within their borders by businesses that are benefiting from state and local sennees 
and tJie organized marketplace the state provides. 


What Would BATSA Do? 

BATSA would impose what is usually referred to as a federally-established “nexus” threshold for 
state (and local) B ATs. State taxes on corporate profits arc the most widely-levied state business 
activity taxes.' The tenn also encompasses such broad-based business tuxes -.ts the New I lampshire 
Business Rnterprisc Tax (a form of value-added tax), tlie Washington Business and Occupations Tax 
and tlie Ohio Commercial Activities Tax (laoth are taxes on businesses’ gross sales), and tlie Texas 
f ranchise Tax (a modified gross sales tax). Tlie “nexus” threshold is the minimum amount of 
activity' a business must have in a particular state to become subject to taxation in that state. 

Nexus thresholds arc defined in the first instance by state law. State business tax laws set fordi 
the types of actitatics conducted by a business within the state tliat obligate the business to pay the 
tax. If a business engages in any of those activities within the state it is said to hvwe “created” or 
“established” nexus witli tlie state, and it dierefore must file a tax return and pay any tax tliat may be 
due. Federal statutes can invalidate state nexus laws, however, and B.ATS A proposes to do |ust that 

BATSA proponents claim that the bill would impose a “bright-line,” physical presence 
requirement for IFAT nexus.' This claim implies that if a corporation has a physical presence in a 
stare, it could be subjected to a BA‘1' by that state. In reality, the hill would create a plethora of 
exceptions to a physical presence standard. Many types of clear and substantial physical presence in 
a state that establish nexus for a business under current state and federal law would no longer be 
sufficient to obligate the business to pay a BA’l' to the state. I'or e.xiimple, a corporation would no 
longer have nexus in a. state under BATSA trvon if it had dozens of employees in the state 
negotiating purchases of supplies for the business or a million dollars worth of inventorj" in the state 
being stored at a third-party warehouse for local delivery on deimuid to its customers. Ihere is no 
question that such substantial physical presence in a state would establish DAT nexus for the 
corporation under current law. 

In 1 9.59, Congress enacted a BAT nexus threshold thiit was intended to be temporary (but was 
never repealed) and that covered just two limited categories of in-state business activity. Public I-aw 
86-272 bars a state from taxing the profits of an out-of-state cor|ioratiori selling physical products if 
the business’ activities within the state are limited to soliciting orders for those products (using the 
mail, telephones, the internet, or traveling salespeople) and delivering diem into the state from an 
out-of-state origination point. BATSA would vastly expand the reach of P.L. 86-272 by: 

• extending it to the entire sendee sector of the economy; and 

• extending it from income taxes to all business activity taxes; and 

• establishing numerous new “safe harbors” from nexus (while retaining die safe harbors for in- 
state solicitation and delivery). For example, underBATS A -a corporation could have an 
unlimited number of employees or an unlimited amount of equipment or either properp* in a 
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State t'orup to (and including) 14 days pcrycarwitlioutcstablishingl5AT nexus. 

(ihe iVppendix to this report contains a more detailed discussion ot the provisions of BAl'SA and 
tlie specific tt^pes of corporations and business actiTities it would exempt from state and local 
business activin* taxes. 'I'he Appendix is available at http:/ /v.^ww,cbpp.or^/fiies/ -5-2 -i-OBstp- 

appendix-pdt .) 

Adverse Impacts of BATSA on State Finances and Corporate Tax Fairness 

Replacing existing nexus laws avith the nexus threshold contained in BATSA would have a 
number of serious adverse consequences for state finances and tiix tainiess; 

• SnhstanLial. bi's oj iiak mporale lax revenue in Ihe a^'^ale. BATS-A woukl ciuase a large maiorih' of 
states to lose substantial corporate profits tax payments (and odiec BA’i payments as well) from 
out-of-statc corporations that would no longer be subject to tax because of tlic higher nexus 
threshold that would be established by the bill. Tlic unlaxed profits frequently would not be 
5L\ed b)- the state(s) in whicli the corj^orations remained taxable, eitlier, leading to a substantial 
net loss of corporate tax revenue for states in the aggregate. 

> \lxampU. A Mandand-based industrial equipment manufacturer takes its orders over the 
Internet but has nexus in every state in which it has customers because its employees install 
that equipment at its customers’ place of business. Under BATS A, this manufacturer could 
easily arrange to have coq^orate income tax nexus only in Maryland. The bill provides that 
the use of an agent in a state does not create nexus so long as die agent has more than one 
client. The clients may be related to the agent through eommon ownership. The 
manufacturer could bring itself under this safe harbor by forming one subsidiary to employ 
the equipment installers and two others to manuhicturc the equipment (say, one subsidiarj’- 
to manufacture Product A and another to manut’acturc Product B). Such a restructuring 
w'ould make the installation subsidiary^ the agent of two legally-distinct m;-inufacrurer 
“clients.” This would satisl^^ tlie terms of the “safe harbor” in BATSA and block all states 
except Marjdand from taxing the corporation’s profit from equipment sales. Because of 
how Mandand taxes the profits of miilfistate corporations, none of the corporation’s profit 
earned on ecjuipment sales made to non-Maryland customers would be tvLxable in Maryland, 
either — meaning that this corporation’s total tax payments to the states taken together 
likely would drop precipitously.'* Multiply this scenario by thousands of businesses in scores 
of states, and it becomes clear that the aggregate loss of state coqyorate income tax revenue 
would be substantial. 

Tn 2011, the Congressional Budget Office estimated that the enactment of a version of BATS A 
that is identical to H.R. 2992 would have led to lost revenues for state and local governments 
diat “would be about $2 billion in the first full year after enactment and at least that amount in 
subsequent years.” CBO also observed: “Subsequently, corporations likely would rearrange 
their business activities to take advjintage of beneficial tax treatments that would result from the 
interaction of tlie new federal law and certain state taxing regimes. Tliose changes in business 
activities would likely result in additional revenue losses to the states” beyond the S2 billion 
immediate impact.^ 
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Indmclnai slaks (kpihtdoj Ibdr fair share oj lax rwenue. Regardless ofwhethcrBATSA enabled a 
p?irricuLir corporation to pay less business activit\' tax in total, tlie bill would deprive individual 
states of tlieir fair share of taxes from out-of-state corporations earning profits vvitliin tlieir 
borders and benefiting directly from public services the states provide. 

> 'Example. A Massachusetts bank makes home mortgage loans to Connecticut borrowers 
who apply tor the loans over the Internet or during an in-home visit by an independent 
mortgage broker engaged by the bank. 'Ihe borrowers go to settlement at a Connecticut 
title company of their choice. BAl'SA would block Coimecticut from tvmng the bank’s 
profits on those loans: the bank has no employees and owns no property' in Connecticut, 
and its use of Connecticut brokers and settlement agents does not create nexus because the 
companies provide these services to multiple banks. Connecticut is barred from taxing any 
of the bank’s prohts on Connecticut home loans despite tlie fict that the banks use 
Connecticut’s courts to foreclose on delinquent loans and tlie value of the homes that serve 
as maiidaton^ collateral for the loans is crucially dependent on the quaJih' of local schools, 
parks, roads, and police and fire protection provided by Connecticut and its local 
governments. Under provisions of Massachusetts’ bank fixation law, Connecticuf s 
inabilit}' to tax the bank likely would result in die bank’s paying tax on profits from tlie 
Connecticut loans to Massachusetts inste^ad.'' Nonetheless, H ATS A would deny 
Connecticut its fair share of tix on profits earned within its borders by a coiqioration that is 
benefiting from public services Connecticut provides to the bank, the bank’s collateral, and 
the bank’s in-state settlement agents. 

Hamiiringing Hale e[Jbrh’ lo slop abusive lax shelkring. HATSA would block states from asserting 
corporate income tax nexus over out-of-state companies that license trademarks to related in- 
state businesses, 'lliis would deprive states of a key tool they are using to shut down perhaps 
the most abusive state corporate tax shelter in widespread use. 

> Example. Under a tax shelter employing a so-called “intangible holding company” (IHC), a 
corporation operating retail stores like Tlie Limited transfers its trademarks to a subsidiary 
corporation it has created in a tax-haven state like Delaware or Nevada. The stores then 
pay royalties to this subsidiary for the use of the trademarks. Tliese royalties are tax- 
deductible (as a cost of doing business) and hence can be used to largely or entirely 
eliminate corporate income tax' liability in the states in which the corporation is actually 
doing business and earning its jirofits.' Meanwhile, the royally payments are not taxed by 
the tax-haven state. Almost three-fourths of the states with corporate income taxes seek to 
nullify this tiLx shelter by asserting that the IHC is directly taxiible in any state from which it 
receives royalties.^ HATSA would close off this avenue of attack on TTTCs by providing that 
the presence in a state of an intangible asset like a trademark does not create H AT nexus for 
the out-of-state corporation that owns it. In so doing, BAl'SA would reverse court 
decisions in Louisiana, Maryland, Massacliusetts, New Jersey, New Mexico, North Carolina, 
Oklahoma, and South Carolina that held that IHCs had nexus in those states, as well as 
repeal the nexais policy of some 23 additional states.’ 

(W'Tilc states can amend their tax laws to implement alternative approaches to nullifying the 
11 1C tax shelter, multistate corporations have blocked enactment or watered down such laws in 
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many states."* Tn contrast, most sfates can assert nexus over the out-ot'-statc owner ot the 
trademark under their existing 15 AT nexus laws — laws which 15 ATS A would invalidate.) 

• Opening up vast nea- tax-avoidance opportunities. BATSA would open up enormous new 
opportunities for corporations to shelter their profits from taxation in states in which the 
profits are earned bv dividing themselves into separate legal entities (such as a parent 
corporation and several subsidiary corporations). For example, die bill provides that a 
corporation can send an unlimited number of emplovees and an unlimited amount of 
equipment into a state without establishing BAT nexus so long as rite employees -and equipment 
are not in the state for more than 14 days in a calendar year. 1 iowever, this 14-dav limit — like 
all the “safe harbors” from nexus in 15ATSA — applies separately to every- individual 
corporation in a multi-corporate group. 

'r Hxampk. A business providing on-site computer repair and troubleshooting sert'ices needs 
to have employees in a neighboring state an average of 180 days per year. However, it 
would like to avoid triggering BAT nexus in tlic neighboring state because the corporate tax 
rate in its home state is lower. Ihe company could achieve both objectives with modest 
legitl and accounting costs by incorporating 13 different subsidiaries to employ its repairmen 
and rotating responsibility for providing service in rite neighboring state among those 
subsidiaries at 14 day intervals. Tf the company were too small to employ 13 repairmen, it 
could rotate their employment among the subsidiaries as well. 

Tn a 2008 report, the Congressional Research Service concurred that the enactment of federal 
BAT nexus legislation like BATSA would lead to increased coq^orate fax avoidance: 

[15 ATS A] would increase opportunities for fax planning and thus fax 
avoidiince iind possibly evasion. In addition, expanding the ppes of activities 
that are covered by P.T>. 86-272 would also expand the opportunities for tax 
phmning.^^ 


Adverse Impacts of BATSA on the Economy 

Enactment of BATSA also would adversely affect the economy. 

• Deff'aded public smjices. As noted above, tlie Congressional Budget Office has concluded that the 
enactment of BATSA would cause state and loc-,il governments to lose approximately $2 billion 
in annual revenues irimost immediately and even more after coqKjrations have an opportunity 
to restrucrure their operations to take advantage of riie tax-sheltenng opportunities the bill 
creates. T5y depriving states of business activity tax revenues they currently are collecting, the 
legislation could furrher impair their ability to provide services that ace a critical foundation of a 
healtliy national economy — such as high-qutJity K-12 and imiversitj' education and 
transportation infrastructure. 

• Cost!)' litigation. The U.S. Supreme Courtis 1992 decision reaffirmed a 1967 decision that 
established “phy-sical presence” as the nexus threshold for state sales taxes. Far from being the 
“bright line” nexus standard sought by the Court, litigation on the meaning of “physical 
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presence” has continued unabated •smccQidll'^ BATS A not only would re-create these 
contliets in the B AT arena, but it would also cremate new areas of litigation because it contains 
numerous ambiguous definitions whose meaning could only be resolved by courts. Given the 
substantial new limitations placed on their revenue-raising ability by BATSA, states and 
localities would have no choice but to engage in widespread litigation aimed at establishing the 
narrowest-possible interpretation of the nexus “safe harbors” contained in the law. Such 
litigation would waste the limited financial and human resources of taxpayers and tax 
administrators alike. 

> Example. BATSA provides that having employees or propert\- in a state in order to conduct 
"limited or transient business activity” docs not create nexus. Neither “limited” nor 
“transient” is defined in BATSA. .^An exemption for “limited” activity could imply that a 
business will not be taxable in a state if it does not engage in the hill range of activities 
involved in its business; for example, a manufacturer might not be taxable in a state in 
which it had a sales office but not one of its manufacturing plants. An exemption for 
"transient” presence means tliat a business might never be taxable in a state its employees 
entered temporarily no matter how many days per year they spent there. Given this 
ambiguity and the enormous revenue consequences for the states flowing from how just 
these two terms in BATSA might be interpreted, tlieir enactment into law would be a 
prescription for constant litigation until the Supreme Court supplied some measure of 
clarify. In the case of the meaning of the term “solicitation” in P.L. 86-272. that was a 
period of more than 30 yean. 

Economically mh-iyptimal hmines.'; location decisions. A physical presence nexus tJireshold may 
interfere with the efficient allocation of economic resources by creating an artificial disincentive 
for the placement of facilities in states where fundamental economic considerations might 
otherwise dictate they should be located. As a former Director of the Oregon Department of 
Revenue has argued: 

[IJn an era when com):>anies can make substantial quantities of sales and earn substantial 
income within a state from outside that state, the concept of “physical activity” as a standard 
for state taxing authority' [’ncxusl is inappropriate. ... If a. company is subject to state and 
local tiLxes only when it creates jobs and facilities in a state, then many companies will 
choose nor to create additional jobs and invest in additional facilities in other states. Instead, 
many companies will choose to make sales into and earn income from the states without 
investing in them. If Congress ties states to physical activity concepts of taxing jurisdiction, 
Congress will be choosing to freeze investment in some areas and prevent the flow of new 
technology and economic prosperity in a balanced way across tiie nation. 

> Example. Jeff Bezos, the (JF.O of Amazon.com, has acknowledged that he would have 
preferred to establish his comj:)any in California rather than Washington but did not do so 
in order to avoid having to charge sales tax to tlie large customer market located in 
California.'^ Had Amazon.com been obligated to charge sales tax to California customers 
regardless of whether it was physically present in that state, Bezos would not have had an 
incentive to establish tlie company in a less-dian-ideal location. A physical presence nexus 
threshold for B/VTs could create the analogous incentive for economically sub-optimal 
location decisions. 
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Arlijmal compi^liUm advanlage forlhemosl a^msive lax-avoidm. F.-nacttncnt of BATS A would result 
in sigmhcant diftcrcnccs among corporations in the cffcctiyc rate at which their prohts arc 
taxed — tilting the playing field to the competitive advantage of some corfaorations <ind the 
disadvantage of otliers. BATSA would reward -widi tlie lowest state corporate tax liabilit}^ those 
corporations willing to implement the most aggressive corporate restmeturing and tax- 
avoidance strategies — such as the intangible holding company t;ix shelter discussed above. 
Large corporations with multistate operations would have much greater expertise, resources, 
and opportunities to implement these strategics than w'ould small, family-owned corporations 
serving a local market. 

> Hxampk. A multistate bookstore chain places computer kiosks m all its stores. The kiosks 
are linked to its W’orld Wide Web operation. Store employees helja customers place orders 
for books not available in the store at the kiosks. The stores advertise the address ot the 
Web site in all their advertising. Tlic stores even accept returns ot unwanted books 
purchased at the Web site. Despite this critical sales /XssLstaiice provided by the stores to the 
online operation, under BATSA die Web operation could easily avoid having to pay tax on 
Its profit to i,Lny state(s) except the one(s) where it has offices, warehouses, or similar 
facilities.^® The owner of a local independent bookstore, on the other hand, lacking the 
resources to set up an out-of-state electronic commerce Web site and distribution faciliw 
would have 1 00 percent of his profit subject to taxation by the state in which the store is 
located. 


A “Physical Presence” Nexus Standard Out of Sync with a 2l5t Century Economy 

Wc live at a time when the combination of the Internet, inexpensive interstate transportation, and 
widely avioilable consumer credit often enables even die smallest of businesses to tap into the market 
of distant states far more successfully, efficiently, and profitably than a hoixle of traveling 
salespeople eould hope to do. Because of the vast expansion of interstate sales that has been 
sparked by the development of electronic commerce, there seems to he agrowing realisation that 
tlie “physical presence” nexus direshold for the imposition of state saks taxes established by tlie U.S. 
Supreme Court’s \992Qmll decision makes little sense. Indeed, many trade associations supporting 
B/\TSA are on record supporting federal legislation reversing the.^/W/^decision.'' 

Thus, it is inconsistent for the supporters of BATSA now to propose permanently enshrining 
substantial in-state “physical presence” as the threshold for the imposition of state business activity 
taxes. And it is incorrect for them to characterize this ils a “modemizatioii” of P.L. 86-272. Given 
the numerous organizational strategies and technologies cor{5orations can now em[aloy to make 
substantial sales and earn substantial profits in a state without actually being physically present 
within Its borders, it is clear that a physical presence nexus threshold is obsolete and unfair. Tt really 
c;-innot be ;-irgued seriously that states should be barred from tiLxiiig the profits of a corporation like 
Pizza TTut because it chooses to franchise its ubiquitous restaurants radier dian own them directly. 
That is the kind of step backward in tax policy diat BATSA would implement. 
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BATSA: An Internally Inconsistent Nexus Policy Designed to Favor Large Multlstate 
Corporations 

Pro[:>onents of federd BAl' nexus legislation have stated time and again that the fund<imental 
principle underlying tlic bill is that corporations do not benefit from public scmccs in states in 
which they do not have a physical presence and therefore should not be required to pay a B A'l' to 
such a stateA Liven assuming for the sake of argument that this indefensible principle were valid, it 
is clear tliat die bill as actually drafted does not reflect it — nor any other rational balancing of 
benefits received by businesses from public services and the businesses’ obligation to support those 
serv ices through the pavment of tuxes. 

A pnneiple that says that businesses should not be subject to tax in a state in which they lack a 
physical presence because they obtain no benefits from government services cannot be squared with 
a bill that allows corporations to have massive — indeed unlimited — amounts of several tvqics ot 
employees, propert}^, representatives, and agents present within a state wifhe>ut establishing ILAT 
nexus. Nor can the principle be squared with a bill that bars a state from imposing an income tax on 
a corporation that has '100 people in the state for 14 days in a particular year but allows the state to 
tax a business that has only vi single employee in the state for LS days. Clearly, the former business is 
likely to be benefiting more from state-provided services than is the latter. 

Confrar}' to the claim of its proponents, what is on display in HATS A is not implementation of 
the pnneiple that no physical presence equals no benefits from public services equals no obligation 
to pay taxes to support those services. Rather, BATSA Is simply a “grab bag” of nexus “safe 
harbors” that the corporations lobbying for it would benefit from and think they may have sufficient 
clout to get through Congress. It is easy to discern the motives of many corj'jorations that have 
publicly supported H ATS A in the past — and presumably still do.*''* For example; 

• Walt Disney /ABC, CBS, Discovery, and Time Warner would benefit from the expansion of 
P.I.. 86-272 to encompass seinHce businesses, since tliis would insure that in-state solicitation of 
advertising contracts from major corjaorations would not establish BiVi' nexus for these 
companies’ television networks. They would also benefit from the safe harbor permitting 
employees to be present in a state gathering news and covering events without establishing 
nexus. 

• A corporation like General Electric would likely benefit from a new safe harbor from nexus for 
any activities conducted in a state for up to 14 days by its employees or for an unlimited amount 
of time by one of its own subsidiaries.^'’ Presumably many G.E. products, such as medical 
imaging equipment, arc complex and often requires on-site installation or trouble-shooting- 
assistance from G.E. employees — a post-sale activity not currently protected by P.L. 86-272. 

• HATSA would benefit corporations like The Idmitcd and The Gap, which have been sued by 
multiple states ckiiming that their trademark holding companies had nexus in those states. As 
explained above, BATSA would put an end to such lit^ation in the fuuirc and hinder state 
efforts to shut down this tax shelter. 

• A company like UPS, which operates warehouses in -wliicli independent companies like Internet 
retailers store their inventory for quick delivery to customers, 'a'ould benefit from a new safe 
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harbor that provides that nexus is not created by the use of such third-part}* “fulhllinent” 
sennees. Although the wording of 15ATSA is vague, this provision would be meaningless if it 
did not also encompass a nexus safe harbor for the storage of tlie retailer’s inventory in the 
warehouse — which it presumably is intended to allow. 

The pursuit of self-interest by these kinds of companies is not synonymous with a rational nexus 
tlireshold, however. A congressionally-imposed BAT nexus tlireshold even loosely based on tlie 
current text of B ATSA would be a prescription for further litigation, inequip' anvong businesses, and 
erosion of a vital source of funding for state and local services. 


Rational and Fair Alternatives to BATSA Are Available 


BATS A proponents have failed to make a con-\dncing case for its enactment.^' But if Congress 
nonetheless feels compelled to intervene in tliis area, workable and fair alternatives to BA'l'SA are 
available. A proposed nexus standard developed by tlic Multistato Tax Commission, for example, 
would base the creation of nexus on relatively objective measures of the dollar amount of a business’ 
Sides occurring in a state, the dollar amount of property located in a state, or the dollar iunount of 
payroll paid to employees working in a state.^ Such an approach balances tlie legitimate objective of 
preventing states from imposing the l.nmlens of complying with a business activim tax on a. company 
that has relatively little activity in the state — and therefore little tax liability^ — with the right of 
stares to tax income earned witlun their liorders by businesses that are benefiting from state and 
local sendees and the organized marketplace Hie state provides. 

A nexus threshold based on the volume of sales in a state can achieve this balancing of tax 
compliance costs and tax liability- in a direct, administrablc manner. Reasonable people can disagree 
about what the threshold should be. If business and smte luid local government representatives are 
unable to agree, Congress can be the final arbiter — just as Congress would be in proposed 
legislation establishing a sales-based nexus threshold for sales taxation. The “ATarketplace Fairness 
Act” (S. 74.1/S. 336/H.R. 684) would empower any state adopth^ a prescribed set of measures 
aimed at simplifying its sales tax to require a non-physically present retailer to collect the state’s sales 
tax if the seller has more than jf I million in nationwide sales. 

Qualitatii^- nexus thresholds tliat look to the ty]>e of activities occurring in the stare and/ or the 
relationships between in-state and out-of-state entities inherently create irrational and confiict-ridden 
tax policy. Public L-a\v 86-272 itself demonstrates this. A corporation earning millions of dollars of 
profit in a state in which scores of its employees are continuously soliciting sales -and dozens of its 
vehicles are continuously plying the rexads loaded vvilh millions of dollars worth of goods does not 
have income tax nexus under P.L. 86-272. At the same time, a small out-of-state rettiler who sends 
employees into the state just twice each month to assemble a swing-set in someone’s back y'ard for a 
few hundred dolLtrs in profit im be required to pay an income fcuc to the state. Such dis[yarate 
results cannot possibly be characterized as “rational and fair taxation.”^ 

If Congress is determined to act in this area, a better approach would be to repeal P.l .. 86-272 and 
substitute a nexus tlireshold based entirely on objective, quantitative measures of in-state business 
presence and activities. The S I million sales threshold in the current version of the Marketplace 
Fairness Act or the Wultistatc Tax Commission’s “factor presence” nexus standard (which looks to 
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the dollar amount ot property, payroll, or sales located m a state) would be good starting points tor 
congressional consideration. 
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Notes 

' See: Mxiltistate Tax Commission, "Factor Presence Xexus Standard for Business Activit}' Taxes,” October 17, 2002. 
j\vailable at ^TO^tMutc-gov/ uploaded! 'iles/ Alultistate_Tax_CJomniission/ Unifoonity/ L'nitbrmitj’_Projec ts/ 

_Z/ FactorPreseiiceNe\aisStaiidaTdBusmess.ActTaxes.pdf. 

- Corporalc income laxes arc levied by 44 slalcs, the Oislncl of Columbia, and New \ork Cily. Tn 201 1 ibese laxes 
supplied almost $49 billion to state and local treasuries. 

’ “A bright-line, phvsical-presence nexus standard would reduce the likelihood that companies will be targeted by out-of- 
statc tax authorities bent on raising revenues from businesses that do not have a presence in their state.” Coalition for 
Interstate Tax Fainiess and fob Growtli, “Coalition Response to Multistate Tax Commission’s rVttack on BATSA,” lime 
7, 2012. riie Coalition is a group of major multistate corporations organized to lobby for BA l'S^l’s enactment. 

' l ike more tlian hi'enp* other states, Maryland taxes the profits of multistate manufacturers only in proportion to their 
sales lo Marvland cuslomcrs. .Accordingly, a Maryland-ba-scd manufacluTer wilh no cnslomcrs in Marvland would pav 
no coriiorate income tax to the state. Moreover, like rougjily half the states, Maryland has not enacted a "throwback 
rule” to subject to taxation tlie profits earned by a Maryland manufacturer in other states in which tlie manufacturer has 
nol eslablishcil nexus, As a result ol the cumbmaliuo of these two corporate income lax "apportionment” policies, llic 
lion’s share of [he nationwide pn.ifil of a Maryland manufacturer that was prolccletl fcam taxation in oJier stales by 
B.ATS.A would be “nowhere income” — profit that would not be taxed by any state. The intcrjiction between BATS A 
and rules like those of Marydand that base cor|torate income tax liability on in -state sales alone are discussed in a sejianite 
Center report. See: Michael Mazerov , to Cut 
State Corporate hicome Taxes, Center on Budget and Policy Priorities, reiised May 1.5, 201 1. 

CBO Cost Eslimatc for H R. 1439, September 13, 2011, available at 
n tt^i:/ /www. cho.gov/ siics/cctauh/fiics.'chofilcs.'attachmcnrs/btldVy ?.ndl . 

Lilte approximately a tlozen slalcs, Massachusetts has enacted a spc'cial corporalc income lax apporlionmenl law for 
financial insritutions that provides for the “tbnwback” of non-Massaclmsctts receipts to Massachusetts when a bank 
headquartered in the state is not taxable in the state in wdiich its customers are located. See Chajtter 6.3 of the 
Massachusetts statutes. 

An article WTitten a number of years ago by an investigative re|v>rter revealed just liow little economic substance many 
of these “Delaware liokling Companies” have: 

“For a glimpse into tliis quiet and lucrative world, liead up te* tlie 13di floor of 1105 X. Market St. Through 
smoked -glass windows, a \isitor can liew the high-rise headquarters surrounding Wilmington’s prestigious 
Rodney Square: DuPont and Hercules. Wilmington Trust and MBX'.A. Bur turn back, and look inside this 
slender office tower, 'fucked Mitliin die building’s stark, upper floors, is anodier, hidden corporate center. 

I Icrc, more than 7(.X.) corpomlc headqiiurlei's make up a vast ami quiet business district of their own. 'I'he 
lobby computer lists their names: Shell and Seagram and Sumilomo, Colgate-Palmolive and Columbia 
Hospitals and Comcast, British Aitw'ays and Ikea, Pepsico and X'abisco. General Electric and the Hard Rock 
Cafe. How do 700 corporate headquarters squeeze iuto five narrow floors? How do 500 fit on the 13th floor 
alone? “i'ranidy, it’s none of your business,” saiil S<.)Qja iMlen, part of die stalT that runs this corporate center 
for W'ilniinglon Trust (2orp. . . .” “Some of my cHents are savii^ over 31 million a montli, and all they’ve done 
is bought die Delaware address.” said Nancy Descano, holding company cliief of CSC Xetworks outside 
\X''ilniinglon.” 

joseph N. Diitefano, “In the W'ar 15etween die States, Delaware is Stealing die Spoils,” Gannett News Service, lanuarj’ 
25, 1996. 

^ John C. Ilealy and iMicliael S. SchailewakI, '2Pi\'S ^Aullisl^tle Corporate lax Guide, “Activities Cn-aling Irancliise or Income 
Tax Kexus (Pari 1),” CCH, Volume 1. pp- 2019-2026. 

^ I'he Maryland case upheki die slate’s aulhorily lo requiri’ the intangible holding company of the Syms clothing chain lo 
pay Maryland corporalc income (ax on (he nwallies it earned by licensing use of ihe Syras Irademark lo Maryland Syms 
stores. The analogous cases in the other stares named involved Hmart, The l.imited. The Gap. and Toys R Us. In 
addidon, the West Virginia Supreme Court upheld the authority of diat state to impose its corporate income tax on an 
oul-ol-slale baiili issuing credit carvls bv mail lo slate residents. 
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Dills to implement one major anti-IHC mechanism, “combined reporting,” haw been introduced since 2000 in tlie 
District of Cohimbia and 22 states: jMabama, i\rkansas. CJonnecticut, I'lorida, Iowa, Kentucky. Louisiana. Maryland. 
MassachuscUs, Micliigan. Misscmii, New Mexico, New York, North Carolina, Pennsylvania, llhodc Island, I'cnnesscc, 
Texas. Vcnnonl, Virginia, W' csl Virginia and Wisconsin. Combined reporting wax enacted in ihe Dislncl and in 7 of the 
22 states: Massachusetts. Michigan, New York, Te^as, Vermont, West Virginia, and W isconsin. Bills denying an income 
tax deduction for rovalty payments to IHCs have been mtioduecd since 2000 in at least 15 stales that have not enacted 
combined reporting: Alahama. .\rkansas. Connecticut. Georgia, Indiana. Kcntuckv. Vlarvland. Mississippi, Missouri. 

New Jersey, Noitli Carolina, PennsyK’ania, Rhode Island, Temiessee, and Virginia. They were not enacted in two of 
them: .Vlissoun and lemiessee. In most of the other 13 states the bills 'were so watered down with mmierous exceptions 
after mlense business lobbvmg that they aiguably will be largely ineffectual against lllCs. (See: Charles 1'. Barnwell. )r., 
“Addback: ILs Payback Time,” State T ax Notes . Ko-vxmbcr 17, 2008.) Tn short, despite the serious fiscal problems of 
the states in tlie recent years, tlie business community has had a decent track record in blocking the two a]iproaches to 
shutting down the lllC tax shelter that reqxiire state legislative action. 

-VIoreov'cr, 1 1.11. 2992 contains a provision that will substantially undeemme the alaility ol combined rcporluig to millifv 
IIICs. The language will bar combineil repor lmg stales from ass:^nii^ royalties received bv IIICs to the slates m which 
the trademark is used. This will Tcsiilt in a substantial revenue loss for many combined reporting states. 

" Eleven iMagyiirc, Sla/e Curpurale bnvme I'axef: A. Descriplion andAnaksis, Congressional Research Service, updated June 
2.5. 2008. 

The holding in^^W/ceaflirmed the physical presence requirement for sales lax collection establishcil by the Court’s 
1967 PJf.o decision. Technically, ihc lax at issue in both cases w'as a use lax, nol a sales lax. Sec: Michael 

Mazenav and Iris J. Lav. .-"I Vfdercil “Mm'atoriuf»” ori Internet Commerce Tseew Would Krode State and I and Shift 

Burrlens /o lunt-’cr-Imvmc IIuuseMds. Center on Budget and Policy Priorities. May 1998, Appendix A. Available at 
WWW. cbpp.org/ .51 2wcbrax.pdf. 

i'he l.l.S. Supreme Court’s slated goal in its 1 W2_^*?i2^decision w'as to establish a “bnglit Ene" physical presence nexus 
ihreshold for stale imposilion of. w/w taxes. .Surveying the widespread sales lax nexus litigation ihai had occurred m jusl 
the first few years subsequent to QtnlL a leading expert on Tnteniet tax-related issues stated flatly: “The current jihysical- 
presence standard for sales and use tax nexus has not created a bright-line test but instead has resulted in jurisdictional 
rules lliaL ore frequently ambiguous anil inconsistent.” (Karl I neileu. Cjberlaxalion (Arlliur lYiulcrson/ CCl 1, Inc.), 2000, 
p. .556.) A leading law firm that litigales nexus cases for corporations concurred: “While . . . ^W/s] ‘bright line’ 
[physical presence] rule was intended to bring clarity to the boundaries of legitimate state authority to impose an 
obligation to collect sales anil use taxes, ami to ‘encourage sellletl expectations,’ it has nol pcjiluced the hopeil-for 
ccrlainly.” (Tn>y M. Viin Dongen, “Iniemel Rclailers under Fire; Borden- On&ae F.xcmplifie.s the Prcdicfimcnl.” Online 
newsletter of the Morrison Sc Foerster law firm, July 2002.) There have been numemus sales tax nexus cases in recent 
years. rAmazon.com and Overstock.com, for example, recently lost challenges to an expanded nexus law in New York 
that they hail pursucil for more iJian five years. 

Statement of EKzabetli Harchenko before die Senate Coimnittee on Coiumei'ce. Science, and ‘i'ransportation, March 
14,2001. 

In 11 1996 interview in tlw/ Company magazine. Be^os was asked; “\’ou moved from New York to Seattle to start this 
business. ''X'Tiy?” He replied: 

It sounds countenntuitive, but physical location is very important for the success of a virtual business. NX'e could have 
started .Amazon.com anywhere. Wc chose .Seattle because it met a ngorous set of criteria, Tt had to be a place with 
lots of technical talent. It had to be near a place widi large numbers of books. It had to be a nice place to live — 
great people won’t work ui places they don’t want to live, i'inally, it had to be in a small state, in die mail-order 
business, you have to eha^e sales lax to customers who Hve in any stale where you have a business pn senee. It miiile 
no sense for us lo be in California or New York. 

Obviously Seattle has a great progrjiniming culUux’. And it’s close lo Roseburg, Oregon, which has one of the biggest 
liook warehouses m ihe W'orld. We thought, about the Bay .Area, wriich is (he single besi source for lechnical lalcnl. 
But it didn't pass the small-state test. I even investigated whether-we could set up .Amazon.com on an Indian 
reservation near San Francisco- This way wc coiJd have access lo talent vvLlhoul all the la.x consequences. 
Unfortunately, the government thought of that first. 

William C. Taylor, “Who’s Writing the Ik.iok on Web Business,” t'asl Company, Oclober/Novcmber 1996. 
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DATSA provides that “using tlie services of m agent (excluding an employee)” in a state on more tlian 14 davs “to 
establish or maintain the market Li tlie State” creates nexus for the out-of-state business using tire in-state agent, but 
only if “such agent docs not perlomi business services in the Slate for anv other person during such taxable \car-” 

There is nolhing m the legislation that requires the “other person” to be an independenl third piiriv . The W cb-based 
bookselling operation could easily bring itself under this safe harbor bv incorporating tu'o nominally -distinct subsidiaries, 
for exiunple, one selling books and the other se llin g all other types of merchandise (gK'cling cards and calendars, for 
example). Because the store personnel (who arc not employees of the Web site) w'ould he helping “to establish or 
maintahi the market” for two “otlier persons” — the subsidiart' that sells books and die subsidian' selhng other items — 
nexus would not be created for the Web operation by the activity of the stores’ employees. As long as customers of the 
VX eb operation are nominally buying books and other goods from two different companies, the eb operation can 
avoid creating nexus in the states where the retail stores arc located. The two Web stores could easily contract to share 
the same \!C eb site and warehouses; no change in physical operations would be necessary. 

For example, the Council on Slate Taxation and the XaUonal Retail Federation are iiclive supporters of proposed 
Ictleral legislation rcversing^/«7/l 

“The underlying principle of this legislation is that states and localities that provide meaningful benefits and 
protectiems to a business, like education, roads, fire and police protection, water, sewei's, etc., should be the ones who 
receive the benefit of that business’ taxes, rather than a remote state that provides no services to the business. By 
uiiposing a physical presence slandorvl for business atlivily taxes, 11.11. 1956 ensures that the economic burtlen of slate 
lax impositions arc appropnalcly borne only by those businesses that receive such benefils and proleclion from ihe 
taxing state.” Written testimony of Arthur R. Rosen in support of FT.R. 19.56. Subcommittee on Commercial and 
Admuiislralive Law, House Judiciary CommiUee, September 27, 2005. H.R. 1956 was the version of BATSA introduced 
111 the lOQth Congress. 

'I he membership of the Coalition for Interstate Tax Fairness and Job Growth, w'hich was ocganiiied to lobby for 
BATS.A’s cnuchncnt, is av'aihihlc at h tT)~:.-~'/vv\wv.intc-.'statctaxf aimcss.com /who-w'c -arc/ . All of the coriiorations listed in 
the following bullets are listed as current nieinbers of the Coalition. 

Recall again that a corporation can use a subsidiary to conduct aclivilics on its behalf in ;m<>l.hcr sl ate for an unlimited 
number of days in a year witliout tliereby establishing nexus so long as the subsidiary w’orks for at least one other 
subsidiaty. See Note 16. 

See; Michael Mazerov, “Proponents’ Case for a I'ederaJly-ljuposed Business Activity T ax Nexus Threshold I las Little 
-Vlcril,” Center on BiKigcl and Policy Pnorilies, l-'cbnisixy 26, 2U14; hUp://.www.ci.ip.p.t2r;gjTile.s./.6 l4^L^•l.y;Tp,p.dC• 

— See the souree cited in N'ote 1 . 

^ .A business coalition lobbying in support of previous versions of BATSA was kmiwn as (he “Coalilion for Rational 
and Fair Taxation.” See vvwwv.hafsa.org. 
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PROPONENTTS’ CASE FOR A FEDERALLY-IMPOSED BUSINESS 
ACnVfTY TAX NEXUS THRESHOLD HAS LITTLE MERIT 


H) Miciuci MiUcmv 

\ bill under consKler.infm in the L*.S. I linise ot RcprcBenMtive.s would smp suires ol rheir cuircni 
.lurhc-nty t* ) rjx u tnir sltxrr ot tht jjrohtn of many cory>oratJon5 that art lused out-of-sratt Imii do 
business within iheir bfirders. Iht I louiie Judicury Ci*mjnim;c will hold d heanng on the “business 
AchMt) l ax .Simplificjfion Act of 2013,” C‘bA TSA”, H.R. 2992/ on hehruary 26. Mils Centtr 
rep'ifT febiJis the arguments offered by BATS A pmp«pnenn> in supporrof tlic UgislaTion. 

BA'l'S-\ would impose wlvaf is usu.iiiy referred to as a fcdcrally-mandited “nuxus” threshold for 
state bind local) “biisineas activity' raxes” (BA T*). State nixes on corp.irare profits are the most 
widely-levied sRiic business activity* rixes. 'Ihe term also encompasses such l)ro:id-biscd Inisincss 
taxes as the \c\v i i;impshire Business Iintrrpnsc 'I'ax (a form of value-added f-ax)» the Texas 
l-RUKhuse lax (a rax on Ihisuicsscs’ "grews margins"), and flit Washmgton Ikisiness :ind ( Jccupatinn 
T;ix and the Ohio CommcTcial Activities Tax (Ixnh are taxes on iHisirtcsscs' gross sales), llic 
"nexus’* thrcsliold is the minimum amount of ‘.iL^rivity a Iiusiiicss must conduct in a pamcutir sraie 
to become subject to taxation in that state. 

Nexus rhn'sholds arc defined in the first instance by sciti* law, State business rax laws will set 
htfcli rile type's of activines conducted by a business wiriiiii die stare riiat obligati* rile business to |\iy 
the r.ix. If a business eiigjigcs in any of ih' *se activiiics within the stale n is said M have “created’' « ir 
“cstaldishtd" nexus with Hw state, and ir therefore must tile a tax return and pay any tax tiiar ts 
iiwetl. I•■c<.^c^»ll st.itutcs cm override state nexus linvs, litAvever, and BATSA pri'poses to d<.» just that. 
B Vl'S.A would creatr a numljer of new ne.xus “safe harlK’rs" — categories and ijuanniics of 
activines conducted by corporations in states that would be deemed no longer sufficient ro establish 
B.M iicxiLS for the corjioration. 

.\ comp,inn ai Outer •m Ikidgct and IVjlicy Pnontics report provides an i •ven'iew and analysis of 
the prr)poscd legysIati'Mi. (See: "Prr»|X'Sed ‘Busiiuss Xctmiy Tax Nexus’ legislation Would 
Setii «ush Criderminc State Taxes rm f ’orpt>nite Profits and I lann the Reunomy," updated T'cliruary 
Kt. 20 U. flere-afrcr referred to as the “(.enter’s amilysis of B \1'N\,“) niar report focuses on the 
adverse impact of B A'TS \ on ihe rcvcnue-niising capaaiy and fairness of state corporiie income 
raxes. 
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This report has a ditfcrcnt objective: to rebut the key claims made bj’ the proponents ot BATS A 
as to why its enactment is necessary. (Rc'aders unFamiliar with the business actmt}' tax nexus issue 
inav find this report more useful if they have already read the previous Center analysis of BA'i SiA.) 
This report will demonstrate that tlie sometimes reasonable -sounding arguments offered in support 
of the legislation actually have little merit and are mainly a smokescreen to obscure the corporations’ 
straightforward goal of cutting their state tax payments. 

The following arc the key arguments offered in support of the enactment ot BATS A, paired with 
rebuttals. 


General Claims about Why the BIN Is Needed 

Claim: 

BATSA establishes a “physical presence” nexus threshold tor state BATs. Such a threshold is fair, 
because businesses don’t benefit from public services to any mcaninghil extent in states in which 
they don’t have employees or facilities and therefore shouldn’t be obligated to pay any BrVf to such 
a state. 


Rebuttal: 

• BATSA does nol establish a “physical presence” nexus threshold. A true “physical presence” 
nexus standard would provide that a corporation that has employees or property in a state is 
taxable there and a corj^oration that is not physically present is not taxable. In actuality , 
BATSA would allow corporations to have unlirdkd amounts of several categories of 
employees, agents, and property in a state without establishing nexus for business activity 
taxes. For example, the bill would allow a corporation to have an unlimited number of 
salespeople in a state using company-owned computers and driving company-owned cars 
w'ithout creating BA'i’ nexus, as long as the salespeople worked out of their homes or visited 
from out of state. 

• Such employees and propert}^ are clearly benefiting from state-provided sendees like roads 
and police [protection, negating the fundamental rationale offered for BAI SA. 

• Out-of-statc businesses often benefit substantially from public services provided by states in 
w'hich they have no physical presence but do liave customers, and can reasonably be 
expected to pay some amount of business activity- tax to such a state. For example, when an 
out-of-statc bank makes mortgage loans in a state, the value of the houses that sen^e as 
collateral on the hxtns depends critically on the quality of local schools where the home is 
located, and the collateral itself is protected by local police and fire services, Moreover, 
banks use the local court system to foreclose on the loans if borro\vcrs don’t repay. The 
provision of such services justifies the payment of some income hix by the bank to the states 
where its borrowers are located, notwithstanding its lack of a physical presence in such states. 

• In most states tlie ar/ioml of income tax a corporation owes substantially depends on the 
amount ot physical presence the corporation has in the state; the more employees and 
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propcrl:)\ the higher the tax payment. That is appropriate under the “benehts receu^ed” 
pnnciple of taxation, beeause businesses are likely to benefit more From public sennees the 
more workers and property they have in a state. But to suggest tliat a non-physically-present 
business should have no tax obligation to tlie state is unreasonable given the fact that it is 
earning income in the state and benefiting from services provided by the state.' 

• In Its 1992 ^?//// decision, tlie U.S. Supreme Court said explicitly that a non-physically-present 
mail-order company that purposefully availed itself of a consumer market in North Dakota 

benefiting sufficiently from public services provided by that state to he fairly required to 
collect and remit sales taxes to diat state, 'ihe fact that tlie decision nonetheless upheld a 
“physical presence” nexus threshold for sales taxes was based on the court’s desire to protect 
interstate commerce generally from excessive sales fcix compliance burdens, not on the grounds 
ot untaimess to the Quill Corporation itself. 

Claim: 

BA’i'SA is needed to “codify” federal and state court decisions that strongly imply that “physical 
presence” is the nexus threshold for BATs under the U.S. Constitution, because a small number of 
recalcitrant, aggressive states refuse to accept the clear message being sent by die courts. 

Rebuttal: 

• Two U.S. Supreme Court cases, WhUn^-^. Gram (1937) and htleniafioml Hamii.er{\9A‘^ 
make clear that a person or business that receives income that has a source in a particular 
state need not be physically present in that state for the state to tax the income. Perhaps with 
these cases in mind, the U.S. Supreme Court stated in its \ 9^2QniU decision: “[W’le have not, 
in our review of other types of tiLxes, -articulated the same physicitl-presence [nexusj 
requirement . . . es^ablished for sales and use taxes.”^ 

• Stare courts -are split on whether a state can impose a BrVl' on a non-physically-present 
business, but at this point in time 12 state courts have held dtat they can and only two have 
held that they can’f^ Moreover, five recent cases that sided with the states’ position that 
physical presence is wo/’ required for BAT nexus were appealed to the U.S. Supreme Court, 
and in e-ach case the Court declined to revi^v the decision.* 

Claim: 

BATSA is needed to reverse those state court decisions that have held diat physical presence is 
not required for BAT nexus, because they likely were wrongly decided. Tn the \ 9^2 Quill decision, 
the U.S. Supreme Coun held that an out-of-state business must he physically present in a stare 
before it can be required to collect and remit sales tax to that state. Ixigic demands that the nexus 
threshold for BATs be ^y//ewy/ “physical presence,” because a BAT is imposed directly on the 
business and comes out of the business’ pocket, while a sales tax is merely collected from the 
customer by the business. 
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Rebuttal: 

• As expbiined vihove, the “physical presence” nexus threshold established In. Quill was based 
on the Court’s desire to protect interstate commerce from excessive sales tax compliance 
burdens, not on any concerns about the economich\xTi\fin on the company itself. Sales taxes 
have a much greater potential to interfere with a business’ engaging in interstate commerce 
tlaan corporate income taxes and other BATs do, because a company that is obligated to 
collect sales taxes from customers on behalf of a state must engage in numerous activities 
before it makes a single sale. For example, it must register as a sales fax collector, it must 
identih' every one of its products and its customers as taxable or tax-exem]^t. it must program 
Its accounting system to charge its taxable customers the prciper tax, and it must actually 
collect the tax from tliem and maintain records to demonstrate to an auditor that it has done 
so. Tn contrast, the only thing a company must do to comply v\ath a B AT is properly till out 
Its tax return based on its general books and records. Given die greater burdens of sales tax 
compliance as compared to BA'l' compliance, one could reasonably argue that it is 
appropriate to have a highernQrxiS tiircshold for a sales tax tlian for an income tax or other 
BAT. 

• It could also be argxied that the sales tax nexus tlireshold should be higher than tite BAT 
threshold because in the case of the sales tax a business is being “drafted” to collect a tax that 
IS actually owed by the j'lurchaser and that the state would be capable of collecting directly 
from the purchaser (with sufficiently intrusive auditing), in contrast, a BAT is the legal 
liabilit)' of the business being asked to pay it; there is no other part}" from whom the tax 
could he collected. (One could not reasonably ask the iu-state purchaser to estimate the pr'ofit 
earned on her purchase and send the tax due on it to the home-stafc tax agency rather than 
to the seller.) Titus, if states are to have the right to tax income earned within their borders 
by individuals and businesses alike (and no one proposes that they he stripped of this long- 
established right), and if businesses arc capable of earning sueh income without being 
physically present (which they are), it is illogical for states to be barred from taxing th-at 
income merely because the business is not physically present within the state. 

Claim: 

The principles of federalism embodied in the U.S. Constitution, which vests in Congress the 
authority to regulate interstate commerce, demand diat Congress enact legislation to establish a 
uniform national BAT nexus standard. 

Rebuttal: 

• Xo one questions the authority of Congress to enact B.ATS.A: rite debate is over the wisdom 
of its doing so. 

• “I ederalism” is not merely about the mechanical division of authority betx'een the federal 
government and the states. Its principles also encompass notions of deference and comity 
toward states on the part of the federal goyemment State and local governments are 
partners with the federal government in providing essential government services like 
education, health care, and transportation, which thev cannot provide if their powers of 
taxation are undulv and unnecessarily interfered with. Congress has enacted several laws 
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limiting state taxing powers that have spawned substantial, costly litigation and led to adA^erse 
unanticipated consequences for states because Congress did not take adequate care in 
drafting them. BiVl'ScV has the potential for many such problems. Congress should 
tlaerefare give great deference to state tax policies absent a compelling showing that they are 
contrary to the national interest. 

Federalism is often justified as a means of keeping government “close to tlie people” so that 
elected otficials can be held accountable to citizens. Federal preemption of state taxing 
powers violates this goal, because it enables Congress to provide tax cuts to business interests 
at state expense with no accountability for any adverse consequences tliat result. It will be 
state officials, not members of Congress, who wall be blamed if public scnaccs arc reduced or 
household taxes are increased to compensate for tax cuts that have been provided to 
businesses by BATS A. Tlius, the enactment of B.ATSA would undermine a key objective of 
federalism. 


Claim: 

is needed to stop states from asserting that they liave the right to tix corporations that do 
no production wdthin dieir borders but merely have customers diere- Such a position is illegitimate 
because corporations earn income only where they produce goods and sendees, not where they sell 
them. 

Rebuttal: 

• The corporate income tax laws of virtually all states incorporate provisions of the Uniform 
Division of Income for Tax Purposes .Act (UDITPA). UDITPA wtis promulgated in 1957 as 
a model state law for dividing corporate profits among the states for tix purposes. UDITPA 
was developed in a joint business-state task force, and it explicitly recognized making sales as 
an activity that contributes to the generation of busiitess profit Ihus, in making the above 
claim, B.:\'rSA proponents are seeking to deny the existence of iUtd reverse a .5()-yeiur-old 
consensus between the business community and state tax officials concerning where profits 
are earned. 

• Much more recently, in the early '1990s, the Multistate Tax Coininissiori (a joint agency of 
state tax departments), developed mode) mlcs aimed at clariridng w'hcrc profits from such 
services as banking, publishing, and radio and TV broadcasting should be deemed to be 
earned. The traditional rules had assigned such income to tlie states in which the production 
of those services occurred, 'llie new rules developed by the MTC /ussign that income to a 
much greater extent to the states in which the customers of those businesses are located. 
Several corporations playing a prominent role in lobbying for BATS A supported the adoption 
of the new MTC rules covering their industries.^ 'llius, the claim that “coq:'orations only 
earn income where diey produce, not where diey sell” is completely inconsistent with the 
explicit position taken by many of the bill’s proponents as recently as 1 5-20 years ago. 

• Many corporations supporting BATSA have actively worked to enact legislation at the state 
level that is based on the premise that corporations cam profits only in the states in w-hich 
they sell, and not at all m. the states in which they produce (see: \vvvw.cb]Ap.org/ J -26- 
()5sfn.liim\ 
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Claim: 

Under iiiternationvil tax treaties that apply to national corporate income fcixes. the nexus threshold 
for multinational corporations being taxable in another countiy is a “permanent establishment” (PE), 
that is, a brlck-and-morrar tacilit5n 'Ihis is a further demonstration that the “physical presence” 
standard that B A'l'S A would implement is an international norm for corporate income tax nexus. 

Rebuttal: 

• 'Ihe PE threshold is part of a U.S. international tax structure that is completely different from 
the stnicture of state corporate income taxes and therefore is irrelevant to the nexus niles 
that should apply to multistate corporations, l^or example, since U.S.-based corporations are 
subject to tax on their workhvidc incomes, PK rules affect only a>htre a U.S. corporation’s 
prohts are taxed, not // they arc fcixed. In contrast, if a federal nexus law blocks a state in 

\\ hich a corporation has customers but no direct physical presence from taxing that 
corporation, a significant share of that corporation’s profit is likely to be completely untaxed 
by any state, (See: t'\^w.v-cbpr>.org.fl2-1.3-0.ot:ix.htni .) 

• There are a significant number of policjmakers who question die continued appropriateness 
of the PP. standard for national-level corporate income feixcs.*^ Tor example, a recent report 
of an Organiiiation for Economic Cooperation and Development task force noted: “An 
enteqinse now has the ability to electronically project a business presence to almost any 
comer of the globe and to deliver many products and sendees electronically. Enterprises no 
longer need to establish branch offices, staffed with people who can provide local services or 
face-to-face contact, in each of its major miirkets. The need for a human presence (and 
supporting physical infrastructure) in diverse locations may be much reduced. In Ihusc 
amimstances, these [task fone] members questioned whether a taxing tbmhold built on physical pmence of 
an enterprise remains appropriate” [Emphasis atlded.] The fiict that the task force recommended 
no change in the PE ailes was attributvible to its iiiiibility to iigree on an alternative likely to 
be widely adopted, not on a consensus that the PF, rules themselves remain correct. ' 


Claims About the Need for Specific Provisions of the Bill 

Claim: 

BA'i'SA contains reasonable “safe harbors” that allow a coqiorarion to have a “de minimis” 
amount of physical presence in a state before establisliing nexus. The provision of BATSA that 
allows a corporation to have employees or property in the state for up to 14 days in a tax t'-ear 
without creating nexus is such a reasonable “de minimis” threshold. 

Rebuttal: 

• 'llie 14-day safe harbor is completely inconsistent witii the underlying rationale for BA'i’SA, 
which is that a corporation’s tax obligations to a state should be balanced with the benefits it 
receives from public services provided by the state. I'or example, BA’i SA immunizes a 
corporation with l()l> employees in a state for 14 days from all BATs, while a corporation 
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with iiist one employee in tlie state For 15 days could be required by a state to pay the B AT. 
Clearly, the first corporation is benefiting more irom police, fire, transportation, and other 
sendees provided to its employees tfian is the second corporation, ;-ind yet it is the first 
ciarporation that BATSA exempts from taxation. 

'Ihe other safe harbors in B/VrSA are just as illogical and inconsistent with the fundamental 
rationale offered for the bill. For example, having a million dollar’s vvortli of inventory in a 
state that is being stored at an ordcr-fulfillmcntwarchousc run by a business like LT*S or 
Federal Express does not create nexus under BATSA, but owning a building in the state that 
IS wortli a million dollars does create nexus. There is no reason to believe that the value of 
police and hre protection being provided to both types of property is any different, yet one 
type of property creates nexus under BATSA and die other doesn’t. 


Claim: 

Public r.aw 86-272 was enacted by Congress in 1959 and decrees that a state may not impose a 
corporate income ta.\ on an out-of-state business whose only activify within the state is soliciting 
sales of tangible goods (including through the use of a traveling salesforce), if the orders are fulfilled 
from lui out-of-state shipment point. BATSA is needed to “modernize” P.L. 86-272 by extending it 
to all BA'i's and to sales of services in addition to sales of goods. 

Rebuttal: 

• P.L. 86-272 was intended to be a temporary measure to hold a 1959 Supreme Court decision 
in abeyance. That decision signaled the end of a now completely discarded Supreme Court 
doctrine holding that states couldn’t tax interstate commerce at all. P.L. 86-272 is an obsolete 
nexus law that violates the core rationale offered for B. VTS.A: that only physically-present 
businesses should be subject to a H.AT because only such businesses benefit from public 
services, P.L. 86-272 violates this principle because it allows a corporation to have an 
unlimited number of salespeople in a state and an unlimited amount of goods en route to 
customers in an unlimited number of company-owned trucks and yet still not create 
corporate income tax nexus. P.E 86-272 should be repealed, not broadened, even under a 
tnie “physical presence” nexus stiuidard. Its extension to sales of sendees and other BATs 
w'ould be the opposite of “modernization.” 

• FA'tending P.T,. 86-272 to the sale of services would be problematic and likely to spawn 
considerable litigation. In the case of a sale of goods, it is possible to draw the line between 
in-state solicitation of an order and hilfiUment of the order from an out-of-state origination 
point with reasonable objectivity. That will not be true with the sale of sendees in many 
instances. For examjple, if a credit card holder uses her card to borrow cash from an out-of- 
state bank at an in-state ATM machine, is the service “fiilfillcd” in-statc where the cash is 
delivered (which the state is likely to assert) or out-of-state at the credit card company’s 
computer server that electronically “authorizes” the loan (which the bank is likely to assert)? 
Costly litigation will have to resolve many such questions if BATSA extends P.T.. 86-272 to 
sellers of services. 
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Claim: 

Many states take the position tliat if a corporation engages in solicitation or other market- 
enhancing activiu^ widiin its borders on behalf of an out-of-state corporation, that creates nexus for 
the out-of-state corporation. R/X'IS-A is needed to stop states from a^ressively and unfairly seeking 
to ‘kittribute” nexus from one corporation to another in this manner. ‘‘Attributional nexus” is unfair 
and unreasonable because the state can tax the income of the in-state corporation and shouldn’t be 
allowed to tax the income of the oiit-of-statc corporation as well. Thcrctorc, B ATS A appropriately 
provides that tlie “market-creating” and “market-maintaining” activities of an in-state agent never 
establish nexus for tlie out-of-state company on whose behalf the agent is working if the agent 
represents at least two different clients. 

Rebuttal: 

• llie L’.S. Supreme Court upheld the fairness of “attributional ne.xus” for BATs in a decision 
issued more than 25 years ago.^ In an even earlier sales tiix nexus case, the Court observed 
tliat allowing a corporation to -avoid nexus in a state by having “independent contractors” act 
on its behalf rather tlian using its own employees “would open the gates to a stampede of tax 
avoidance.” 

• 'Ihe provision of BA’i'SA blocking “attributional nexus” seeLs to undermine the fundamental 
and longstanding operation of state cor|iorate income taxes. Such taxes do not seek to divide 
marketing activities conducted in one state from prc>duction activities conducted in another. 
Rather, once a manufacturer (for example) establishes nexus in a state, that state taxes an 
apportioned share of the nationwide activities of the business, from the purchase of raw 
materials up to and including the final sale of the product to tlie ultimate customer. Under 
such a system, it makes no sense to bar a state from being able to tax a share of the profit 
earned from the manufacturing activities merely because the in-statc marketing activities were 
conducted by a third party ratlier than the manufacturer’s own employees, liven worse, 
under BiVl'SA the “market-creating” activities could he conducted by a wholly-owned -and 
controlled subsidiary^ of the manufacturer and not create nexus for the latter, if the goods 
were produced by two nominally separate stibsidiary- corporations. (See page 4 of the 
Center’s analysis of BATSA.) 

Claims about Alleged Harms that the Enactment of BATSA Will Stop 

Claim: 

By establishing a clear, nafionally-appHcablc, physical-presence nexus standard, 15ATSA will 
subsTantially reduce the amount of nexus-related litigation that is occurring. 

Rebuttal: 

• BATSA contains numerous undefined terms tliat will generate considerable litigation, just as 
P.I.. 86-272 has generated — and continues to generate — substantial litigation. For 
example, BATSA includes a provision decl-aring that nexus is not created by the in-statc 
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“conduct [of] limited or transient business activity'’ with no definition of “limited” or 
“transient.” Because' Congress failed to define the key “safe hiirbor” provision in P.I.. 86-272 
— “solicitition” — constant litigation occurred for more than 30 years until the L'.S. 
Supreme Court accepted a case diat offered some (minimal) guidance. BATSA will generate 
even more litigation than P.l .. 86-272 did, because it is a much more far-reaching and 
complex bill. 

• A comprehensive taw review article documented 57 reported court cases involving disputes 
over the application of P.L. 86-272 as of 2003, and occasional cases have occurred since.'^ 
BATSA proponents can cite approximately 20 BAT nexus cases that do nor involve P.L. 86- 
272.’’ Thus, the claim of BATSA proponents that “Public T.aw 86-272 has generated 
relatively few cases, perliaps a score or two . . . [while] areas outside its cover-age have been 
litigated extensively” is false. 

• As documented in the Center’s analysis of BA’i'SA, enactmetit of the bill \\ ill o[ien up 
enormous opportunities for corporations to shelter their profits from taxation in many of die 
states in which they are earned. iVs a result, states will have no alternative but to use evert' 
legal means at their disposal to protect their tax bases. BATSA therefore will not reduce 
litigation between states and taxpayers, but — at best — merely displace it from nexus cases 
to cases challenging the use of these “fallback” approaches. For example, many states have 
discretion-ary authoritv to treat in-state and out-of-state subsidiaries for tax piirjioses as if they 
are one cor]iot-ation but rarely use it because its exercise is almost always challenged in court. 
Because of the damage that will be done by BATSA to their revenues, states are more likely 
to use this discretionary “comliined reporting” authority, with additional litigation resulting. 

• The enactment of B ATSA will not bring nationwide uniformity to nexus law. B ATS A’s 
provisions will be interpreted by state courts and, just as occurred under P.L. 86-272, state 
courts will reach different conclusions aboutwhat the provisions mean. Only a U.S. 

Supreme Court decision interpreting BA'i'SiV can provide a measure of national nexus law 
uniformity, -and in the more than 50 year history of P.L. 86-272, the Court has -accepted -a 
single appeal from a state P.L. 86-272 case of general applicability.“ 

Claim: 

BATSA is needed to prevent “double taxation” of corporate income, which is burdening 
corporations and stifling commerce. 

Rebuttal: 

• Proponents of BATSA have not provided any concrete examples of corporations subject to 
double fiLxafion of tlieir income. In fact, as explained in another Center repon, BiVi’SA is 
likely to have just the opposite effect, vasdy increasing die share of U.S. corporate profit diat 
is “nowhere income” not subject to tax by any state. (See: http:, -''/wvw. d.ipp.org/nles / 1-26- 

• Restricting state taxing jurisdiction is an unnecessary and excessive mcch-anism for preventing 
double taxation of coiyiorate income in any case. The potential for such double tax-ation can 
be SLibstantialh' eliininated by states adopting uniform “apportionment” rules governing the 
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division among the states oF the profits oFmultistate corporations. Yet as documented in the 
report cited in the previous paragraph, many BATSA proponents have been instrumental in 
[:'ushuig states toward non-uniformity in their apportionment rules. In short, ottering 
“double taxation” as a justification for BATSA is both unsupported by facts and hypocritical. 

Claim: 

BATSA is needed to prevent “fcixation without representation.” Businesses have no politieal 
representation or influence in states in which they have no physical presence and will be subjected to 
unfair tax burdens if they are subject to taxation in such states. 

Rebuttal: 

• This argument has been forcefully rebutted by loading state tax experts Walter TTcllcrstein ot 
the University of Georgia Law School and Cliarles McLure of Stanford University’s Hoover 
Institution.’^^ They note tliat corporations don’t have the right to vote. In addition, states 
have ^.in unquestioned right to tix the income earned within their borders and properp^ 
owned there by non-resident indiiidualsvAio also don’t have the right to vote in states in 
which tliey are subject to taxation. In short, “no taxation unthout representation” as an 
argument for B ATS A is a red herring. 

• I lellerstein and McLure also obsen-e that because the courts have made clear that states may 
not discriminate in their tax’ policies against out-of-statc businesses, lobbying by in-state 
businesses (which clearly do have significant political influence in a state) against onerous rax 
policies also protects the interests of out-of-state businesses. 

Claim: 

'I'here is a disturbing trend of states raising revenues through aggressive assertion of nexus over 
out-of-state companies with little or no presence within their borders, wdiich the states then use to 
finance economic development tax breaks to corporations tiiat do have substantial property or 
employees within the state. B ATS A is needed to put a stop to such discrimination in favor of in- 
state Finns at the expense of out-of-state finns. 

Rebuttal: 

This is an ironic argument for BATSA proponents to make; 

• A number of corporations supporting BATSA have worked actively for an increasingly 
common change m state tax policy that, in the name of economic development, is explicitly 
aimed at shifting the coquorate income tax burden off of coq'iorations with a substantial 
physical presence in a state and onto out-of-state corporations with little physical presence in 
a state. (See: http "'/mww.cbpn.org/files/T -26-05sfo.pdf .) I 'or example, Bayer Corporation, 
Dick’s Sporting Goods, General Llectric, 'Ihe Walt Disney Company^ and Johnson & 
Johnson are members of coalitions that have actively lobbied for tins policy (a “single sales 
factor apportionment formula”) in Pennsylvania and California.'’ 
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• "NTany business orgunwations supporting 13 ATS A also sought the enactment oi' the 
“Reonoinic Development Act ot 2005” (S. 1066/TT.R. 2471). The goal of this bill was to 
[:'reserv e existing st-ate economic development tax incentives, 'i'he DD_A. was aimed at 
stopping challenges to tax incentives based on die argument tiiat they discriminate against 
out-of-state businesses in violation of the Constitution’s Commerce Clause. In otherwords, 
the many BATS A proponents that also supported the B.D A tried topnsen-e the right of states 
to discriminate in favor of in-state businesses by providing diem vvidi tax breaks. 

• BA'i'SA itself has one provision that intentionally discriminates against certain out-of-state 
businesses in the name of state economic development. In order to help states drum-up 
business for in-statc corporations from out-of-statc corporations, 13ATSA declares that 
physical presence in a state in connection with being z purchaser fmr/i an in-stite business is not 
ncxus-crcating. This p^o^Hslon discnminatcs against out-ot-statc businesses that may have an 
equivalent number of employees or an equivalent amount of properp' in a state but will not 
be from state negation by BA'l'Sik because lhat physical presence is involved in selling to an in- 
state business. 

Claim: 

The aggressive efforts of state tax administrators to assert nexus over corporations that merely 
have customers within their borders are creating enormous uncertainty for these businesses about 
their BAT payment obligations. ’Ibis uncertainty is “cliilling. . . interstate economic activity,” 
encouraging U.S. corporations to invest abroad rather than here, and discouraging foreign 
corporations from investing in the United States. 

Rebuttal: 

• 13ATSA proponents substantially exaggerate both the nexus enforcement efforts of state tax 
officials and the uncertainty surrounding the state of BiVi' nexus law. Ihere is no uncertainty 
about the nexus rules that apply to businesses that conduct the vast majority of transactions 
in the U.S. economy. P.L. 86-272 governs the application of state corporate income taxes to 
sellers of physical goods, and state tax officials can’t get around it no matter how “aggressive” 
they might like to be in theory, ^diere P.L. 86-272 doesn’t apply, there is little ambiguity in 
practice, because the majority of transactions are made with some in-state physical presence 
of the selling corporation (which clearly creates nexus). The majority' of court cases and 
enforcement actions tliat have been initiated by states to compel income tax payments by 
allegedly non-physically-prcscnt corporations have been aimed at nullifying a single, abusive 
tax shelter that, in fact, relies on the physical presence within the state of the out-of-stare 
corpora cion’s trademark.’'’ 

• In the 14 years that BATSiV has been under consideration in Congress, and with all the 
millions of businesses operating in die United States, BATSA proponents have managed to 
come up with only a single example of a company that allegedly decided not to make cross- 
border sales into a (single) state because of the state’s assertion of nexus over it despite its 
lack of physical presence within tlie state.^® Tlie isolated small serwee business aside, it is 
highly implausible that large, national businesses are constraining their own growth by 
deciding not to do business in particular states because of BAT nexus issues. Where are the 
examples of national fast-food chains that refuse to license franchisees in particular states 
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because oF tears of assertion of nexus over the franchisor? Where are the examples of 
national banks that won’t issue credit cards to residents of particular states because of nexus 
concerns? L'ntil such examples are provided and documented, claims that interstate 
commerce — and therefore job growdi — is being significantly stifled by concerns about 
creating BA'f nexms in additional states should not be given anv credence. 

If anytliing, tlie enactment of BATSA is likely to harm the economy by providing a dtsincenftve 
for optimal business location decisions. .As the former Director c)f the Oregon Department 
of Revenue has argued: 

[T]n an era when companies can make substantial e[UiLntitics ot sales and earn 
substantial income within a state from outside that state, the concejit of 
“physical actiw ty” as a standard for state taxing authority [nexus] is 
inappropnate. ... It a company is subject to state and local taxes only when 
it creates jobs and facilities in a state, then many companies will choose not 
to create additional jobs and invest in additional facilities in other states. 

Instead, many companies will choose to make sales info and earn income 
front the states without investing in them. If Congress ties states to physical 
activity concepts of taxing jurisdiction, Congress will be choosing to freeze 
investment in some areas and prevent the flow of new technology^ and 
economic ptospenty in a balimced way across the nation.^*^ 

BATSA proponents ai^uc that the bill is needed to prevent “aggressive” state assertion of 
nexus from stifling interstate commerce, whicli they surest is synonymoLis with interstate 
saks. They completely fail to acknowledge that interstate commerce also encompasses 
interstate innslmenl and job malion, and that BATSA has the pofcntial to discourage this by 
creating an artificial, tax -based incentive for corporations to tap into the consumer market in 
a state without placing facilities and jobs within tlic state’s borders. 

'Ihis svime logic undennines the (unsubstantiated) claims tliat nexus uncertainty is 
encouraging U.S. businesses to produce abroad and discouraging foreign direct investment in 
the United States. Tf anything, it is much more likely that the enactment of BATSA would 
have these effects. BATSA would allow both foreign subsidiaries of U.S, -based corporations 
and foreign-based corjxirations to conduct more activities in the United States to “establish 
and maintain” their markets here without creating BAT nexus. This could encourage them 
to fulfill U.S. demand for their goods and services through export from foreign factories and 
other facilities rather than produce those goods and services hem with .American workers. 
.Moreover, the data on foreign direct investment do not substantiate the claim that BAT 
nexus “uncertainty” is ptitting -a “real damper” on foreign direct investment here. Wiile such 
investment fluctuates enormously ov'cr tivc business cycle and remains below the peak year of 
2000, it rose steadily from 2002 through 2008. Since then it has remained well above the 
level of die early 1990s, when a few- states began to enforce the allegedly aggressive, 
“economic presence” approach to defining nexus. 


Claim: 

If the state nexus threshold for the imposition of a BAT is not raised at least as high as the 
provisions of BATSA. the U.S. economy and U.S. coiyiorations are at substantial nsk of retaliation 
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trom foreign goTcmincnts that arc angry riiat corporations headquartered in their nations can liare 
income tax nexus in a state without having a “pennanent establishment” in the United States. 
I'oreigii governments might also seek to renegotiate ifieir tax treaties with the United States to 
eliminate the PE threshold. Tliis would free tliem to impose tlieir national-level corporate income 
taxes on non-phvsically-present U.S. corporations, just as states are imposing their income taxes on 
non-physically-present foreign corporations. ‘Ihus, “|e|nactment of B.Vl'S A, which includes a nexus 
standard tliat is analogous to those found in U.S. tax treaties, is essential for ensuring that the 
current international system of taxation remains intact.”''* 

Rebuttal: 

• BA'I'SA proponents liave presented no evidence to back up their claim that the United States 
IS at risk of economic harm due to retaliation from foreign governments angered by state 
nexus standards that differ trom “pennanent establishment” rules. To the contrary, a report 
issued periodically by the European Union details U.S. federal and state policies tJiat the EU 
news as trade barriers but makes no mention of state nexus stindards — even as it docs 
object to other state rax practices.'" 

• State nexus tliresholds have been far lower tlian die PE standard for decades. There is no 
evidence tliat foreign governments have ever actively sought to renegotiate the tax treaties to 
eliminate the PE rules so that they could apply their national-level raxes to non-physically- 
present coipiorations in retaliation for state nexus thresholds tliat are lower than the PE rules. 
Tn any case, the federal government would be under no compulsion to accept a demand from 
foreign treaty partners that the PE standard be eliminated. 
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Notes 

' Two leading experts on state taxation concur 

This line of reasoning is indefensible, whether the benefits corjaorations receive are defined broadly, to mean the 
abilit}' to earn income, or defined more narrowly to mean specific benefits of public spenduig. one of wliicli is the 
intangible but important iibililv to cnloite contracts, without which commerce would be mipossible. iV profitable 
corporation clearly enjovs both types of benefils. It is true that in-slatc corporations may rcccu c greater benefits 
than their out-of-state coiinteqaarts, for example, because they have physical assets that need fire and jiolice 
protection. But that is a question of die magnitude of the benefits and the tax that is appropriate to finance them — 
somelliing that is prr.iperlv luklrcsscd by the choice of apportionment fomiuLi and the tax rale, not the l\pc ol 
yes/no question that is feleeant for issues of nexus. The answer must clearly be a cesouiuling yes to the question of 
of whether the stale has given anything for which it can ask in return. 

Charles F.. Mcl.urc Ir. and W' alter Hcllcrslcin, “Congressional Intervention in Stale Taxation: A Nonnalivc .Analysis of 
Tliree Projiosiils.” Stijfe T^l\' T'^oteXy March 1 , 2004. p. 721. The article was sponsored bv die National Governors’ 
jVssociation. McLure is a Senior Fellow witli the Hoover lustitutiou at Stanford University and was Deputy iVssistant 
Secretary ol the i reasury ior T ax iinalvsis during the Reagan AdmiiusLralion. Waller 1 lellcrslein is I'rancis Shackelford 
Professor of Tiualion at die University of Geoqjja Law' School and author of the most well-known legal treatise on stale 
taxation. 

2 Ti is true that the Whihiey and In/ernoltomilJ^an’e.'iercu'ic-i focused on whether New York and Wisconsin, respectively, 
had the right to tax the income of the out-of-state recipients ratiier than assert taxing jurisdiction over the reci]iienTs 
tliemselves. It is also true tliat both cases were decided before ,QutU articulated a nov'el legal principle dial the Due 
Process and Commerce Qauses of (he ConsliUilion imposed iheir own — anti tliffcrcnl — nexus requirements for slate 
taxalion of oiil-of-sla.U' corporations. Nonetheless, given ihc Court’s explicit statements 'm Q/iiU its cdilier cases had 
not cstablislicd a physical presence nexus threshold for taxes other than tlic sales tax. it ar^ably is more likely tlian not 
that states have die authorin’ under current constitutional law, at least in certain circumstance.s, ti’i impose business 
aclivily taxes on income earned by non-physieally-prescnl companies. 

That conclusion was supported by tlie late Jerome HeJlerstein, widely recognized as one of the preeminent experts of die 
last 50 years on coiislilulioiial law bcaxiiig on slate taxing aulhodly. In an article wriLLen after die Qaill decision, he 
slated; “The U.S. Supreme Court has hi’ikIc it clear that the presence of the ix:cipienl of income from intangible properly 
in a state is mt essential to tlic state’s income tax on hicoinc of a nonresident.” 

Ill short, the Supreme Court determined long ago tliat, at least Li certain circmnstaiices. it is entirely fair for a. state to tax 
the income earned widiin its borders by a non-physicafly-present }ierson or business. 

^ Courts in Illinois, Indiana, Iowa. Louisiana. Maryland. Massachusetts, New Jersey, New .Mexico, North Caixilina, 
(Dklahoma, Soulh (Nir(.>lma, and West Virginia have hcltl that physical presence is not tequirc;tl for BAT nexus, (fourls ui 
Tennessee and Texas have held that it is. .A Missouri case cited by B-ATS-A proponents as supporting their position w’as 
decided on state law grounds having notliing to do witli ne.xus under die Constitudon. An ..Alabama case they also cite 
was effectively reversed by a subsequent decision. Recent decisions Li Indiana, New Jersey. Oklalioma, and W'est 
Virginia held dial physical presence was n-quireci for nexus under the specific facts of the cases but diil not overrule 
previous cases in each state fuiduig diat physical presence is not inlierendy required. 

' State court decisions in low'a, Massachusetts, New lersey. North Carolina, and W est Virginia that upheld die states’ 
positions that a busuiess need not be physically present in a stale to have BA’i' nexus diere were all appealed to die LiS. 
Supreme Court. The Supreme Court denied review in all five cases. 

See a letter dated November il. 1995 from Fred EL. Ferguson of Arthur Andersen representing the Finiineia] 
histitutions .Stare Tax Coalition to the Qiaimian of the Multistatc Tax Commission in support of the proposed financial 
institutions apportionment regulation. Tlie letter states: “The FIST Coalition believes that the Ajiportionment Rules 
should serve as the model for uniform state appordonment of income of financial institutions. We encourage the Ml'C 
to adopt die rules, recommend that its member stales favorably consider die rules for atloplion, and urge die MTC to 
seek uniform idoplion among non-member states a.s W'cll.” The rules FIST endorsed included pro\isions assigning 
receipts In.im interest to the slates in which a bank’s borrowers arc located. Members of die ITS i CoaUlion named in 
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tlie letter included Citicorp, which now support DATSA. See also a letter dated ^\piil 16, 1990 from Ruurd Leegstra of 
Price Waterhouse to the hl'l'C’s General Counsel accompanying a “Proposal of the Broadcasters” dated April 13, 1990 
and draltcd bv ihc ABC anil ABC nc (works, ’ihc proposal incluilcd a provision apporLioning advcrlising receipts of 
radio and Iclc vision broadcasters based on (he localion oflislcncrs/ viewers. Both Idlers arc on file in ihe hcadquarlers 
office of the MTC. 


See: C 5RCD. .-Ire tl>v C.nmnt Tretify Rules for Ttcdn^ liusinesi Profits Appropriate for Tl-Ciommen'e? Final Report, 2006. For 
example, see paragraphs 43, 44, 51, and 120. 

^ See tlie source cited hi die preuious note. 'Tor die [task force], fundamental changes should only be undertaken if 
(here was a broad agreement dial a particular alternative was clearly superior to the existing rules anil none ol the 
ahcrnativi's that have been suggested so far appears to meet that condition. The need to refrain from fluid amental 
changes unless clcarlv superior alternatives arc found is cspcciaTly important since any artempt to change the 
lunilonienlal aspects of tire current inlcmaliunal rules for taxing business profits woulil crc-ale iliflicuJt transition rules 
given the fact that manv coimlnes would likely disagree with such changes and lhal along period of lime would be 
required for the gradual adajitation of the existing network of tax treaties.” 


^ Pipe V. W'^ishing^tou, 1 987. Tn Tyler Pipe, the Court held that hiring an independent representative in a state to solicit 
sales and conduct odier activides tiiat helped an out-of-state corporation create and mahitahi a market for its products 
was no different In.'m having an employee in a slate enga^il in the same acUvilies anti tiiti intleeil establish BikT nexus 
for the oul-of-slale corporation. There w-as no suggestion whatsoever m ihc case lhal the holding would have been imy 
different if the Li-state representative had solicited sales on behalf of more th.in one out-of-state company; indeed, die 
cviilciice sln.mgly suggests drat it did. Ihe Tyler P^e decision of the Washinglon Slale Supreme Court, wliich die L'.S. 
Supreme Court reviewed, si ales that ihe Washinglon reptesenlalive of Tyler Pipe was Ashe and Jones, Tne. of Seattle. 
Ashe and Jones was characterized by Tyler Pijie as an inde|iendent contractor, suggesting that it solicited Washington 
sales on behalf of multiple out-of-state businesses. Ashe and Jones appears to hav-e been at diat time a Wpical 
“munul'aclurcrs’ rcprcsenlalivc” firm with multiple clients. The company ccrlainly has multiple clients loilay, including 
Tyler Pipe. See: b 


Bnullcy W. Joondeph, “Are Stale (fourls Biased Against Taxpayers dial Seek the PpjleclLon of I'cilcral Law?” Slale Tav 
Woles, October 27, 2CX').3. Cases inlcTpreling the applicaiion ofP.l.. 86-272 since 2CK').i include Ale/M Building Pr>jducls v. 
Mass. C.ornms.mner of Revenue (200.3), .IfAerv. /V. J. Diidtiou of Taxation (200,5). and fiiora Dit^imtici, Tne. v. Te.yas Comptroller of 
Public Accounts (2005). 


See, for example, footnotes 1 6 and 1 7 of ihe Idler lo ihc House Judiciary Commillcc Subcommittee on Commercial 
and Administrative Law in support of BAT.SA from the Coalition on Rational and Fair Taxation dated April 1 3. 201 1. 
Tliose footnotes ideiidfy 13 cases litigated since tlie ,2«// decision. There liave been about 10 addidonal cases not listed 
there in T.ouisiana, Oklahoma, Iowa, and Wasliington. 


See; Wisconsin Dept, of Revenue, v. William Wr^la,jr., Co., 1992. In 1972 die Supreme Court had heard a case on a very 
narrow issue involvuig llic interaction between Public Law 86-272 and slale n^gulalion of the side of iilcohol. 


See die source cited in Note 1. p. 735, 


Bayer Corporation, General Electric, Johnson &: Johnson, and Dick’s Sporting Goods were members of die 
“CompetePA” coalition lobbying for the so-called “^gle sales factor apportionment” incendvT in I'ennsylvania, See; 


Johnson & fohnson and Walt Disney were members of the “Coalition for a Competitive California” lobbying for single 
sales facior legislalion ihcrc. See “Report oflxibhying Coalition” for (he first quarter of 2008, available al cal- 
i u:cess.ss.ca.^ov/'Misc/ pdf.asnx?fihr,gi.l- !32635-)A:aniendid-0 . The latter two companies also funded the “No on 24” 
campaign in the fall of 2010 opposing a ballot measure that would have repealed California’s single sales factor law. All 
live of dicse companies are listed as current members of the Coahtion for Interstate I'ax Fairness and |ob Growdi al 
WWW. ill terslatetaxfairiiess.com/ who-we-axv/. 
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Foir a description of how tins “intangible holding company” tax shelter operates, see p. 5 of the Center’s analysis of 
BA'l SA. 

See ihe leslimony of Carey J. Htime on pp. 9-13 of ihc ScpIembcT 27, 2005 hearing on H.R. 1956 before ihe 
Suhcoinmittee on Cominercial and AdniinistratK’e I,aw of the House Judiciarv Committee. H.R. I 956 was the version 
of BATSA inlroduecd in the 109lh Congress. 

Statement of Elizabetli Harchenko before die Senate Committee on Commerce, Science, and Transportation, hlarch 

14. 2001. 

Data on annual foreign direct investment flows into the United Slates are available at 
im p s: / /'.vww. b ea.gov /i ni erTiaiioinil.' cil i iiliiial.hifn . The first high-pn>file allempi by a stale to enforce an “economic 
jiresence” nexus standard against a Delaware trademark holding company was the South CMmlinax’. Geoffrey case decided 
by die Soiidi Carolina Supreme Court in 1993. 

See die source cited m Note 10. 

See: European Commission, ‘Thiited States Barriers to Trade and Investment, Report for 2008,” Iiily 2009, p. 68. 



175 



FINANCIAL 

SERVICES 

ROUNDTABLE 


The Financial Services Roundtable 


Statement for the Hearing Record 


House Judiciary Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law 

Hearing on H.R. 2992, the “Business Activity Tax 
Simplification Act of 2013” 


Hesuing Date- 26 Februaiy, 2014 


1 


176 


The Financial Services Roundtable (FSR) thanks Chairman Baclius and Ranking 
Member Farenthold for holding this imijortant hearing on H.R. 2992, the “Business Activity 
T'dx SimplifiCcition Act of 2013 (BATSA), "and for the opportunity to submit a comment for 
tlie hearing record. FSR supporLs H.R. 2992 and encourages the Coininillee to report, t his 
legislation out, of t he Committee. 

The Financial Services Roundtable is the leading advocacy organization for 
America’s financial services industry. FSR members include the leading banking, 
insurance, asset management, finance and credit card companies in America. We are 
financing the American economy — creating jobs, expanding busines.ses, securing homes, 
businesses and retirement,, insuring growth and buikUng consumer confidence. 

To dale, financial instit.utions face a complex web of si, at, es’ business activity tax 
standards that hinder economic investment and growth while increasing compliance costs. 
II. R. 2992. the “Business Activity Tax Simplification Act of 2013',' would bring greater 
uniformity to business taxation related to interstate commerce. This would give financial 
institutions greater certainty and a more stable economic environment in which to invest 
and creat,e jobs, as well as ininiinize legal and compliance cost,s l,hal, hamper economic 
growth and increase cost s on consumers. 

Background 

The states’ taxation of business activity has evolved since the nation’s founding, but 
underwent a significant change in 1977 when the U.S. Supreme Court, in the Complete 
Auto decision, determined that states may tax interstate commerce if it meets a four-part 
test. The four parts include non-discriminatory, fairly apportioned, related to services, and 
applies only to businesses with substantial presence. Each component of this four-part test 
in critical, but for purposes of this testimony, FSR will focus on the “substantial presence” 
or “nexus," which relates to the connection between the state and the taxpayer. 

Currently, many states have or are considering different standards for what 
constitutes this nexus. Lowering the threshold for what constitutes a nexus makes it easier 
for states to establish the relationship and assess the tax. Not only does the threshold for 
what constitutes a nexus vary by .state, but even the duration of the nexus after a business 
no longer has a physical presence in the state varies. Roth of these factors dra.stically 
impact state taxation treatment of business activity. 


2 
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BATSA would correct this disparate troatmont by expanding the prohibition against 
state taxation of an out-of-state entity imless that entity has a physical presence in the 
taxing state. This creates a uniform threshold for the nexus, or relationship, between the 
si, ale and the taxpayer: physical presence. This clarity will increase economic cerl.ainty and 
decrease legal costs on businesses, both of which spur job creation and lower consumer 
costs. 

BATSA, Economic Growth, and Job Creation 

FSR’s memhersliip operates across the country. In adfhtion, the advent of online 
products and services has broken down state borders. Oin- institutions serve consumers 
across the nation, whether the institution has a physical pre.soncc in a particular state or 
not. 

Unfortunately, chfforcnt states have different threshold levels for the nexus that 
would allow a state to tax interstate commerce. By the very nature of this patchwork 
syst.ein, fmaiicial institulioiis large and small are forced to comply wil,h disparate standards 
t.hat increase compliance and legal costs. In the most, extreme cases, iiislit.ut.ions will 
choose not to operate in certain state jurisdictions, ultimately reducing the competition that 
loads to greater consumer choice and value. In most cases, however, the institution will 
continue to operate in the jurisdictions, but bo burdened with excess compliance costs that 
result increase consumer costs. 

In addition, these complex and costly compliance requirements impair a financial 
institution’s ability to allocate capital to consumer products and services, innovation, and 
investment thatcrcatos jobs. , Every dollar spent complying with di.sparato and complex 
state tax codes is a dollar that will not bo spent on new employees, now equipment, and 
customer service. Compliance costs are part of tioing business, but additional burden.s 
should not hamper business simply because different states apply different business 
activity tax standards. 

Finally, it is important to note that tliis patchwork system impacts financial 
institutions and businesses simply by creatuig uncertainty. As states consider and adopt 
different standards, uncertainty muddles tbe ability for businesses to make informed 
decisions. This can hinder investment that drives economic growth and job creation just as 
much as the direcl, compliance costs referenced earlier. Congress has the power, with H.R. 
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2992, to address these issues and help provide economic certainty and reduce costs facing 
financial institutions. FSR encourages this Committee to support the legislation. 

Conclusion 

FSR thanks the Subcommittee for the opportunity to submit comments for the 
record. We support II. R. 2992, the “Business Activity Tax Simplification Act of 2013 
(BATSA),” because it will enhance uniformity in the taxation of business activities, 
lowering compliance costs and fostering a stable economic environment for investment and 
job creation. We urge the full ('ominittee to markup and report the bill out of (x)nimittee. 
Thank you. 
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statement 

Of 

The Ad Hoc Fair Hotel Tax Collection Coalition 
For the Hearing on the Business Activity Simplification Tax Act 
In 

The Subcommittee on Regulatory Reform, Commercial and Anti Trust Law 
Committee on the Judiciary 
February 26, 2014 


The Ad Hoc Fair Hotel Tax Collection Coalition is composed of organizations dedicated to 
preserving the rights of state and local governments to impose and collect hotel taxes. The 
Coalition opposes HR 2992, the Business Activity Simplification Tax Act of 2013 (BATSA) because 
it would create opportunities for Online Travel Companies (OTCs) to avoid collecting and 
remitting at least a portion of hotel taxes. In some jurisdictions hotel taxes are imposed directly 
on a party renting a hotel room to the hotel occupant, i.e. the tax would be a business activity 
tax of renting the hotel room to the room occupant. BATSA would allow OTCs to structure their 
business operations through independent contractors even if the independent contractor is 
controlled by the OTC. When operating in this type of business structure the OTC would not be 
deemed to not have a physical presence in a Jurisdiction and not be required to pay hotel taxes 
imposed as a result of the business activity of renting hotel rooms. 

OTCs rent hotel rooms directly to a hotel room occupant. The OTC has the right to rent hotel 
rooms, gives the occupant the room rental rate, and collects the room rent from the occupant. 
Hotel taxes may be paid by the OTC to the hotel for the right to rent the room. The tax on this 
right is based on the wholesale price of the room charged to the OTC. However, there is a 
markup of the wholesale price charged to the hotel room occupant that typically ranges from 
25 to 40 percent of the wholesale price. The hotel tax due on the mark up would not have to 
be paid if the OTC avails itself of the business structure allowed by BATSA even though the OTC 
is renting a room in the jurisdiction imposing the hotel tax. 

Litigation over the correct amount of hotel taxes due on room rentals by OTCs has been 
pursued by states and local governments for more than a decade. In those jurisdictions that 
impose the tax directly on the OTC a lesser amount would be collected than when the tax is 
imposed on the hotel room occupant because of BATSA. When the hotel tax is imposed directly 
on the hotel room occupant the OTC has been required in many jurisdictions to collect and 
remit the hotel tax on the markup price (retail rice) of the room rental. We believe that federal 
legislation should not create a discrepancy on the amount of the hotel tax collected based on 
the difference of imposing the tax on the OTC or the hotel room occupant. 

We appreciate the opportunity to submit this statement. For additional information please 
contact: Marty Morris at 202.302.7296. 
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Statement 

of Mark Louchheim 

President 

Bobrick Washroom Equipment, Inc. 

North Hollywood, CA 
On behalf of the National Association of Manufacturers 

For the Hearing Record 

House Judiciary Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law 

on H R. 2992: The Business Activity Tax Simplification 

Act of 201 3 


February 26, 2014 



181 


Statement of the National Association of Manufactures 
For the Hearing Record 

House Judiciary Subcommittee on Regulatory Reform, Commercial and Antitrust Law 
U.S. House of Represeutatives 

Hearing on 

H.R. 2992: The Business Activity Tax Simplification Act of 2013 
February 26, 2014 


Mr. Chairman and Members of the Subcommittee, 

i am pieased to have the opportunity to submit this statement on behaif of the Nationai 
Association of Manufacturers (NAM) for the record of the February 26, 2014, House Judiciary 
Subcommittee on Regulatory Reform, Commerciai and Antitrust Law hearing on H.R. 2992, The 
Business Activity Tax Simplification Act. 

The NAM is the nation’s largest industrial trade association, representing small and large 
manufacturers in every industrial sector and in all 50 states. My name is Mark Louchheim and I 
have been President of Bobrick Washroom Equipment, Inc., for 21 years. Bobrick, a member of 
the NAM, is the leading company in the world for design, manufacture and distribution of 
washroom accessories and toilet partitions for the non-residential construction market. The 
company celebrated its 100'*' anniversary in 2006. 

The Business Activity Tax Simplification Act 

NAM members strongly support bipartisan legislation H.R, 2992, the Business Activity 
Tax Simplification Act (BATSA), introduced in 2013 by Rep, Jim Sensenbrenner (R-WI) and 
cosponsored by several House Judiciary Committee members. By establishing a bright-line 
physical presence test for when a state can tax out-of-state companies, BATSA will prevent the 
arbitrary state taxation of interstate commerce without jeopardizing the ability of states to 
legitimately tax companies with operations in the state. 

Some states currently assess business activity taxes (BAT), e.g. income, franchise, or 
gross receipts taxes, on out-of-state manufacturers and other businesses that do not have any 
employees or property in the state. This arbitrary taxation of out-of-state businesses interferes 
with interstate commerce. Lawmakers last addressed this issue in 1959, when they clarified that 
a state cannot impose income taxes on an out-of-state company if the company’s only contact 
with the state is to solicit orders for sales of tangible goods. BATSA would update the current 
“safe harbor” for soliciting sales of tangible goods to include sales of intangible goods and 
services. 
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One Company’s Experience 

Bobrick’s headquarters, including manufacturing and distribution facilities, are located in 
North Hollywood, California. In addition, Bobrick has factories and warehouses in Colorado, 

New York, Oklahoma, Tennessee, and Toronto, Canada. The company, which employs more 
than 400 people, also has subsidiaries in Australia and England. Bobrick manufactures more 
than 70 percent of its products in the United States and exports more than $20,000,000 of U.S.- 
made products each year. 

Our products are sold in all fifty states to independent distributors who generally act as 
installing subcontractors to the general contractor constructing the building. All product orders 
are sent to a Bobrick facility and shipped using common carriers. 

Bobrick does not contest our responsibility to pay business activity and other taxes in the 
five states where we have facilities - California, Colorado, New York, Oklahoma, Tennessee. At 
the same time, the company has experienced first-hand attempts to impose business activity 
taxes on Bobrick by states where we do not deliver with company trucks, install or repair our 
products or have employees, offices, repair facilities, or bank accounts. Our efforts to fight these 
unfair assessments have consumed an enormous amount of time and valuable company 
financial resources, company dollars that could have been better spent on business expansion, 
job creation and innovation. 

There is no single litmus test to determine nexus for imposing business activity taxes on 
out-of-state businesses, but rather the nexus decision should be based on a preponderance of 
facts and circumstances. In the past, Bobrick generally has been able to answer most questions 
about presence in the negative and there have been no further inquiries from the state. 

However, this approach appears to be changing. The company received a questionnaire from 
Michigan that would impose nexus if we “actively solicit” through the use of the Internet. 

In addition, some states phrase a question in such a way that a “no" answer is not 
appropriate. For example, the compound question by the state of Texas includes employees, 
agents, or representatives who sell, solicit, or promote products in the state. Because of the way 
the question is worded, the state inevitably asserts nexus, which is what happened in our case. 
We appealed the Texas decision on nexus, an effort that cost us more than $185,000 for 
attorneys and consultants and a significant amount of internal staff time. The company filed a 
“Claim for Refund of Sales and Use Tax” with the Texas Comptroller of Public Accounts. Once 
Texas rejected this claim in 2010, we halted pursuing further legal action due to the high cost 
associated with such litigation and settled with the state. 

Furthermore, based on Bobrick’s experience and the experience of other NAM 
members, this arbitrary and discriminatory state taxation falls disproportionately on small and 
medium size companies. When my company was first challenged by the state of Texas, we 
asked other small and medium size companies that are members of the NAM about their 
experiences. Several NAM member companies also had been contacted by the state of Texas. 
While they felt they were not subject to Texas business activity taxes, the amount of taxes 
involved was small in comparison to the cost of challenging Texas’ position, making it less 
costly for the company to pay the taxes. 

As a result, while it is likely that states may challenge successfully the imposition of 
business activity taxes, most companies cannot justify the cost of a challenge. As we found in 
Texas, a company first must exhaust all the state remedies, both administrative and through the 
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state courts before the company can proceed to federal court in the hopes that the U S. 

Supreme Court eventually will take the case. Based on our estimates, this process could take 
multiple years and cost millions of dollars in legal fees. This situation is blatantly unfair and 
particularly burdensome for small and medium size companies that do not have in-house legal 
departments to fight this arbitrary state taxation. 

With more and more states taking an aggressive stance in imposing arbitrary business 
activity taxes on out-of-state companies, this additional taxation increases effective tax rates for 
U.S.-based companies, making it harder for these companies to compete globally. Also, these 
businesses will be subject to additional costs including collecting resale certificates and 
undergoing audits from various states. 

Summary 

The NAM strongly supports enactment of BATSA, which would establish a bright-line, 
physical presence test to determine when a state can levy income, franchise, gross receipts and 
other business activity taxes on out-of-state companies engaged in interstate commerce. By 
updating current law, BATSA would prevent a state from imposing business activity taxes on an 
out-of-state company if the company’s only contact with the state is to solicit sales of tangible 
and intangible goods and services. Companies without a physical presence in a state would not 
be subject to business activity taxes simply because they have worldwide customers. 

The legislation also would clarify that a state could not impose a business activity tax 
unless that state provides benefits or protections to the taxpayer. At the same time, it would 
reduce widespread litigation associated with the current climate of uncertainty that inhibits 
business expansion and innovation. Businesses of all sizes need the certainty of a "uniform 
state taxation nexus standard;” i.e. the minimum amount of activity a business must conduct in a 
particular state before it becomes subject to taxation in that state. 

Based on the increasing and arbitrary imposition of state taxes on out-of-state 
businesses, we strongly urge the full committee to take up and report favorably H.R, 2992, as 
soon as possible. Thank you in advance for supporting this important legislation. Bobrick, as 
well as companies of all sizes - particularly small manufacturers - would benefit from the clarity 
and certainty provided by this important legislation. 
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statement by: 

Mark Louchheim 
President 

Bobrick Washroom Equipment, Inc. 

11611 Hart Street 

North Hollywood. CA 91605-5882 

Phone: (818) 764-1000 

On Behalf of: 

National Association of Manufacturers 
733 10"' Street, NW 
Suite 700 

Washington, D.C. 20001 
Phone: (202)637-3000 

NAM contact: Christina Crooks, (202) 637-3076, ccrooksiStnam.org 
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Software Finance & Tax Executives Councii 

www.softwarefinanee.org 

BEFORE THE COMMITTEE ON THE JUDICIARY, 

SUBCOMMITTEE ONREGULATORY REFORM, COMMERCIAL AND ANTITRUST LAW, 
UNITED STATES HOUSE OF REPRESENTATIVES 
HEARING H R 2992: 

^EHE BUSIENSS ACTIVITY TAX SIMPLIFICATION ACT OF 2013" 
FEBRUARY 26. 2014 
STATEMENT FOR THE RECORD OF 
SOFTWARE FINANCE & TAX EXECUTIVES COUNCIL 


The SoTUvare Finance and Tax Executives Council (SoFTEC) thanks the Chairman and Ranking 
Member for the opportunity to submit this statement for the record on the Subcommittee’s hearing on H R. 
2992, 'The Business Activity Tax Simplification Act of 2013.” SoFTEC is a trade association providing 
software industry focused public policy advocacy^ in the areas of tax. finance and accounting. Many SoFTEC 
members provide their products and seri ices to customers in multiple slates and face the possibility of tax 
compliance burdens in states in which a revenue department might assert that they have '‘nexus.” Because 
the concept of “nexus” is ill-defined, SoFTEC members face uncertainty over whether they have tax 
compliance burdens in states where the)' have no propertv- or employees. Thus, SoFTEC has an interest in 
providing the Subcommittee with its perspective on H.R. 2992 and urges the Subcommittee to take quick 
action on the bill and report it to the full committee. 


What is Nexus? 

“Nexus” generally is the jurisdictional predicate that must exist before a state is permitted to exert its 
taxing power over a nonresident taxpayer and is of constitutional dimension, finding its roots in the Due 
Process and Commerce Clauses. The Supreme Court, in its most recent •’nexus” decision described Due 
Process “nexus” as follows: 

The Due Process Clause "requires some definite link, some minimum connection, 
between a slate and the person, properly or transaction it seeks to lax.” Quill v. North 
Dakura. 504 U.S. 298. 306 (1992). quoting firoy. Ca v. Maryland., 347 U.S, 340, 

344-345 (1954). 

The Court in Quill., in discussing the Commerce Clause aspect of “nexus,” went on to note that the Commerce 
Clause requires "a substantial nexus and a relationship between the tax and State provided services,” which 
“limit the reach of State taxing authority so as to ensure that State taxation does not unduly burden interstate 
commerce.” /(/ at 3 13. 
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Thus, in order for a state to assert its taxing authority over an out-of-state taxpayer, such taxpayer 
must have a ‘‘substantial nexus'’ with the taxing state. This is where the clarih- ends and the uncertaintv' 
begins, since the question of when and whether a taxpayer's “nexus'’ or connection with the taxing state is 
“substantial” is almost always a question that turns on the facts and circumstances of each individual case. 

In the case of sales and use taxes, we know that the “substantial nexus" requirement is met when the 
taxpayer has a “physical presence” in the taxing state. See Quill, supra. Howei er, there are disputes 
between taxpayers and tax administrators over whether a taxpayer’s physical presence is de minimis and not 
sufficient to trigger a tax compliance obligation, or substantial enough to require the collection of sales and 
use taxes from customers. See e.g..^ Amazon.com LLC v. New York State Dept, of Taxation and Finance, 987 
N.E.2d 621 (2013). 

Whether the physical presence “nexus” standard applied by the Court in Quill to sales and use tax 
collection obligations extends to other t>’ pes of taxes, such as income or other business activity taxes, is 
the subject of much litigation, See, e.g., Geoffrey v. South Carolina Tax Commission, 313 S .C. 15 
(1993) (physical presence test of Quill does not apply to state income taxes); J.C. Penney Natl Bank v, 
Johnson. 19 S.W.3d 831 (Tenn. Ct. App. 1999) (physical presence required for imposition of corporate 
net income taxes). 

Thus, depending on the state, physical presence may or may not be the nexus standard for determining 
when an out of state taxpayer has an obligation to pay a state's business activity- tax. Since the Court’s 1 992 
decision in Quill, the Court has not clarified the “nexus” requirement for imposition of state taxes on 
interstate commerce; the Court declined to take any of the several petitions for certiorari that raised the issue. 

Additionally, attempts by some states to impose a business activity tax on anon-resident business 
that has no physical presence is out-of-step with international tax treaty^ norms which even permit foreign 
firms a limited amount of physical presence before they will subject it to local taxes. See Model Tax 
Convention on Income and Capital. Organization for Economic Co-Operation and Development. Thus, a 
foreign firm with no physical presence in a state could be subject to state taxes but. because the federal 
government has a tax treaty with the firm's host countiy having a different jurisdictional standard, the firm 
would not be subject to federal income taxes. There is no sound policy basis for this disconnect and no 
reason why the slates should be allowed to be so oul-of-siep with well-established international tax norms. 

The Subcommittee wdll hear testimony on behalf the National Governors Association that 
codification of the physical presence in the area of business activity taxes would represent an unwarranted 
federal intrusion into state affairs, allow companies to avoid and evade state business activity^ taxes, 
increase the lax burden on small business and individuals, alter established constitutional standards for state 
taxation and cost stale billions in existing revenue. To these charges, we merely point out that the power 
of Congress to regulate in this area clearly is conferred by the Commerce Clause and is not unwarranted, 
given the states' behavior in this area, as documented by the Tax Foundation's testimony,. 

In particular, we call out the Governors' claim that businesses will take advantage of a stronger 
physical presence standard by forming “entities in jurisdictions that do not tax certain activity', followed by 
a shift of income or property to the entity- to avoid taxation.” First, in order for a company to take 
advantage of a slate’s law exempting certain categories of income, the business would have to move the 
income to the state and the only way to do that effectively is to move property' and employees to the state. 
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Second, e note the likely purpose of such a state's law would be to lure businesses to the state, in 
competition with other states that ta.x such income. We see nothing wrong with a ta.xpayer moving 
propertv^ and employees to a slate to take advantage of atax incentive; they' do it all the time, with the 
encouragement of stale legislatures and governors. Engaging behavior encouraged by the stale's law is 
neither abusive nor improper. We suspect the governors of those states with such incentives would be 
surprised to learn their trade association was providing testimony to the Congress disparaging them. 

Business have always been able to control where their income is taxable merely by making astute 
decisions about where they locate their property and employees, decisions that do no rise to the level of 
evasion or avoidance and are legitimate in all respects. Any increases in the tax burden on local 
businesses and decreases in existing revenue are the result of state budgets financed with revenue collected 
unconstitutionally from out of state business with no nexus with states where they have no property' or 
employees. 

Nonresident businesses play no role in the political life of states where they have no property or 
employees. State tax administrators advocate an economic nexus standard, which is no standard at all so 
they can export their states' tax burdens to people outside their state. Businesses having no property or 
employees in a state place no burdens on a state's resources. One of the cornerstones of the Supreme 
Court’s interstate tax jurisprudence is that in order for a tax to be sustained against a Commerce Clause 
challenge, the tax must be “fairly related to the services provided by the state.” See Complele Auio 
Transit. Inc. v. Brady, 430 U.S. 274, 279 (1977). Any claim that a nonresident business consumes “services 
provided by the state” is speculative at best. 

To give an example of the complexity an economic nexus standard could visit on a software vendor, 
imagine a developer of smartphone apps that the vendor sells for $ 1 .00 per download. The app is 
downloaded to thousands of customers in every state and locality in the United States. An economic nexus 
standard would expose such a vendor to reporting, payment and audit liability in every' state, county, city 
and special assessment districts, like transit districts, water drainage districts and mosquito abatement 
districts, in the country. In light of this compliance burden, there is not enough money in the app to mal-te 
its development worthwhile. 


Congress Has a Role: 

There is no question that Congress has a role to play in bringing clarity to the definition of “nexus.” 
First, the Supreme Court has noted that Congress is best suited to resolve these issues: 

This aspect of our decision is made easier by (he fact that the underlying issue is not only 
one that Congress may be better qualified to resolve, fn. 10] but also one that Congress 
has the ultimate pow er to resolve. No matter how' w-e evaluate the burdens that use taxes 
impose on interstate commerce, Congress remains free to disagree with our conclusions. 

Quill, supra, at 3 1 8, 

The Supreme Court thus has made it clear that Congress, pursuant to its power under the Commerce Clause, 
is the ultimate arbiter when it comes to defining the contours of the interstate taxing powers of the slates. 
Indeed, the above quote from the Quill decision seems almost an invitation for Congress to exercise such 
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power. The fact that the Court has not spoken on the issue of “nexus’' in the 19 years since it issued the Quill 
decision suggests that the Court is disinclined to offer much needed guidance with respect to these issues. 

Additionally, the Congress previously used its power under the Commerce Clause to provide some 
guidance for interstate taxpayers. In 1959, in response to the Supreme Court’s decision in Northwestern 
States Portland Cement Co. v. Minnesota^ 358 U. S. 450 (1959). Congress enacted P.L. 86-272 prohibiting 
stales from imposing net income taxes on oul-of-slale taxpayers whose only contacts with a stale were the 
solicitation by employees or representatives of a seller of orders for sales of tangible personal propertv^ 
where the orders were sent out of the state for acceptance and were fulfilled by shipment or deliven^ from a 
point outside the state. See 15 U.S.C. Sec. 381. 

The problem with P.L. 86-272 is its 1959 vintage. P.L. 86-272 does not encompass the myriad 
interstate business practices which have grown up since its enactment. Because it is limited to sales of 
tangible personal properh', P.L. 86-272 may not apply to licenses of sofh^ are or sales of electronically 
supplied services, business models that did not exist in 1959. Nor does P.L. 86-272 encompass other types 
of stale taxes, such as gross receipts taxes, which were not in favor at the time of its enactment and which 
many states have since imposed in order to circumvent its protections. 

States are becoming increasingly aggressive in pursuing out-of-state companies with no physical 
presence in the taxing state for state income or other business activity taxes. These companies with no 
physical presence consume no state resources for which thev’ ought to compensate. These states seek to 
export their lax burden To taxpayers who play no role in the political life of the state. 


Congress Should Act: 

As noted above, there is confusion and uncerlainiy over the application of the “substantial nexus” 
standard and Congress has the power under the Commerce Clause to address and clarify when out-of-state 
taxpayers have a tax obligation to another state. The legislation on which the Subcommittee is holding this 
hearing, “The Business Activity Tax Simplification Act of 2013. H.R 2992 (“BATSA”), would make it clear 
that an out-of-state firm has no obligation to a state for a tax based on business activity unless the firm has a 
physical presence in the state. The bill would clarify- what physical presence means and quantify’ the level of 
physical presence a firm must have in a state before a tax obligation arises. The bill would modernize P.L. 
86-272 so that it applies to software licenses, sales of services and other txpes ofbusiness activity taxes, In 
addition, the bill would put a stop to states’ attempts to circumvent the existing physical presence standard 
through technical changes to their apportionment formulae applicable to affiliated persons, which have the 
effect to subjecting to tax business activity’ taking place in other states. 

We urge the Subcommittee to mark Ihe bill up and report it to the full committee at its earliest 
opportunity-. 

Conclusion: 

SoFTEC thanks the Chairman and Ranking Member of the Subcommittee for holding this important 
hearing and for the opportunity' to submit these remarks and ask that they be made a part of the record of the 
hearing. 
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Unions Oppose “Business Activity Tax Simplification Act of 2013”, H.R. 2992 

February 26, 2014 


Dear Representative: 

The undersigned labor unions urge you to oppose the “Busiiiess Activilv Tax SimphricaiT-in 
Act of 2013" fBATSA), H.R. 2992 . Our unions oppose this troubling proposal because it would 
impose an unfunded mandate and permanently shrink state and local government tax revenues. H.R. 
2992 would limit states and localities from determining and keeping their own tax systems, and it 
encourages and rewards businesses and large profitable corporations for taking business decisions 
designed to aggressively avoid taxes. 

The Congressional Budget Office’s (CBO) September 2011 review of an identical BATSA bill 
estimated it would reduce state and local government revenues by '‘about $2 billion in the first full year 
after enactment and at least that amount in subsequent years.” CBO’s review also stated, 
“Subsequently, corporations likely would rearrange their business activities to take advantage of 
beneficial tax treatments that would result from the interaction of the new federal law and certain state 
taxing regimes. Those changes in business activities would likely result in additional revenue losses to 
the states” in excess of the $2 billion direct loss. H.R. 2992 is worse than its predecessors in some prior 
Congresses. For example, H.R. 2992 now has an added provision limiting state authority to impose 
combined reporting, which previously would have partially counteracted effects of earlier versions of 
this bill 

H.R. 2992 is designed to reduce business taxes now being paid to slates and localities. Under 
current law, these governments have the authority to and do tax businesses that have employees and/or 
property within their borders temporarily. H.R. 2992 would effectively prevent states and localities 
from taxing anv business that did not have a permanent “brick-and-mortar” presence within the 
jurisdiction . Moreover, even permanently-present businesses could shelter substantial amounts of 
profits from state and local taxation due to loopholes that H.R. 2992 would open. H.R. 2992 also 
would vastly and unjustifiably expand the scope of an existing limit on state corporate income taxes. 
Public Law 86-272 . While Public Law 86-272 currently restricts jurisdictions in imposing taxes on 
sellers of goods, H.R. 2992 would extend Public Law 86-272 to sellers of services (e.g. banking or 
media) and intangibles (e.g. franchisors). Furthermore, H.R. 2992 would extend P.L. 86-272 to many 
taxes to which it does not currently apply, such as the Washington Business and Occupation Tax, 

Texas Franchise Tax. Ohio Commercial Activities Tax, and New Hampshire Business Enterprise Tax. 

CBO has determined that BATSA is an unfunded mandate - “by prohibiting state and local 
governments from taxing certain business activities,” BATSA “would impose an intergovernmental 
mandate as defined in the Unfunded Mandates Reform Act (UMRA).” This imfunded mandate and S2 
billion annual loss would worsen already severe state and local budget problems and potentially force 
cuts to education, health care, job creation and other vital public ser\4ces. 

Some corporations design their operations to avoid nexus in states where they earn profits and 
produce a self-serving paper trail of "nowhere” income - to try to prevent states from taxing their 
income. H.R. 2992 would protect these tax shelters, increa.se their quantity and dollar value, and 
reward these tax avoidance actions. Large profitable corporations will take advantage of these 
combined practices to shift the tax burden further onto state and local residents. 
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We urge every Congressmember to oppose preempting state and local government taxing 
authority and preventing states and localities from creating viable and equitable tax systems. 

Sincerely, 

American Federation of Labor and Congress of Industrial Organizations (AFL-CIO) 
American Federation of State, County and Municipal Employees (AFSCME) 

American Federation of Teachers (AFT) 

Communications Workers of America (CWA) 

Department for Professional Employees, AFL-CIO (DPE) 

International Association of Fire Fighters (lAFF) 

International Federation of Professional and Technical Engineers (IFPTE) 

National Education Association (NEA) 

Service Employees International Union (SEIU) 

International Union, United Automobile, Aerospace and Agricultural Implement Workers of 
America (UAW) 
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